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COULD TAX REFORM BOOST BUSINESS 
INVESTMENT AND JOB CREATION? 


THURSDAY, NOVEMBER 17, 2011 

Congress of the United States, 

Joint Economic Committee, 

Washington, DC. 

The committee met, pursuant to call, at 10:07 a.m. in Room 216 
of the Hart Senate Office Building, the Honorable Kevin Brady, 
Vice Chairman, presiding. 

Senators present: Casey, DeMint, and Coats. 

Representatives present: Brady, Campbell, Duffy, and 
Mulvaney. 

Staff present: Gail Cohen, Will Hansen, Colleen Healy, Jesse 
Hervitz, Brian Phillips, and Ted Boll. 

OPENING STATEMENT OF HON. KEVIN BRADY, VICE 
CHAIRMAN, A U.S. REPRESENTATIVE FROM TEXAS 

Vice Chairman Brady. Good morning everyone. On behalf of 
Senator Casey and myself, I want to welcome you to this morning’s 
hearing on “Could Tax Reform Boost Business Investment and Job 
Creation?” Senator Casey will be with us in a few moments. We are 
joined by Congressman Mulvaney. 

There is no question that President Obama inherited a poor 
economy, but after three years his policies have made it worse. The 
massive stimulus failed to jumpstart the economy and restore con- 
sumer confidence as he promised. 

In fact, today there are 1.3 million fewer payroll jobs in America 
than when the first stimulus began. And now, 25 million Ameri- 
cans can’t find a full-time job or any work at all. Hardworking tax- 
payers have paid a steep price in this Obama economy. 

After exploding America’s national debt in his first round of stim- 
ulus, the President now is out campaigning to raise income taxes 
on hardworking, successful Americans and local small business 
owners to pay for yet a second round of stimulus spending aimed 
at jobs in the government sector. 

It is a basic principle of economics that if you want less of some- 
thing, “tax it more”; and if you want more of something, “tax it 
less” or not at all. Common sense tells us that Washington taking 
more of what investors earn will only reduce investment in new 
jobs, research and expansion. 

History proves that it’s business investment in new buildings, 
equipment, and software that drives jobs along Main Street. One 
glance at the chart behind me, if you take a look at the chart here, 
which tracks business investment and private-sector job creation 

( 1 ) 
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for the past 40 years in America, it clearly shows that job creation 
in America will not rebound unless private investment rebounds. 

While government spending in America is still above the level 
when the recession began, it is jobs and real business investment 
that have not recovered to their pre-recession levels more than two 
full years after the recession officially ended. 

Putting Americans back to work — not taking more from small 
businesses and successful professionals — is the most effective way 
to grow federal revenues. Instead of increasing marginal tax rates, 
how about permanently lowering marginal rates to encourage busi- 
ness to invest and hire more workers? Or how about creating a 
21st Century tax code based on flatter rates and a territorial tax 
regime like our global competitors? 

Why not consider a transparent, straight-forward retail sales tax 
that replaces the income, business, payroll, gift, and death taxes 
and finally eliminates much of the complexity, burden, and special 
interest provisions that comprise our current mess of tax laws. 

If lower rates, for example, were accompanied by the removal of 
many of the complicated provisions that have been added to the tax 
code — often because marginal rates are so high — we would kick- 
start investment and jobs creation by the private sector while natu- 
rally generating additional tax revenue to lower future federal 
budget deficits. A consumption-based tax could do the same. 

Consider our high corporate tax rate and the requirement that 
U.S. companies pay that high rate when bringing home profits that 
were earned and taxed overseas. We should lower or remove that 
tax gate to allow an estimated $1 trillion in stranded profits over- 
seas to flow back into America to fund new jobs, research, build- 
ings, and expansions. It is a free-market stimulus that does not 
cost federal money — but rather, generates it. 

Many of my Democratic colleagues charge that lowering tax rates 
would favor the “rich.” But nearly half of American families al- 
ready pay no federal income tax and the top one percent of wage 
earners already shoulder nearly 40 percent of the income tax bur- 
den — the top 10 percent over 70 percent. 

America already has one of the most progressive tax codes in the 
world, and now the highest corporate tax rate among our global 
competitors. How much more should Washington take? 

As for job creation, capital income is subject to multiple layers 
of taxation in the form of corporate income, dividend, and estate 
taxes. Business taxation is inordinately complex and imposes eco- 
nomic distortions and compliance costs that have no offsetting ben- 
efit to society whatsoever. 

Yet, history proves that lowering the marginal tax rate on capital 
income increases business investment. In turn, more investment 
creates new private sector jobs. More investment means higher real 
wages for American workers. This happened in the 1960s and the 
1980s and can happen again. 

A common myth has arisen surrounding the so-called Buffett 
rule. But an analysis by my Joint Economic Committee staff of IRS 
taxpayer data prove President Obama’s campaign assertions to be 
untrue: high-income Americans on average pay income tax rates 
three times higher than the middle class, more than 60 percent of 
their income is ordinary income not passive investment income. 
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and the 400 highest income earners in America are not the same 
people year to year, hut a constantly changing set of taxpaying 
Americans. 

That last point is important. For 17 years — from 1992 to 2008 — 
the 400 highest income returns each year were comprised of 6,800 
returns in total representing 3,672 different taxpayers. Of these 
taxpayers, only one-quarter appeared more than once, and only 15 
percent appeared twice. 

In any given year, on average about 39 percent of the top 400 
adjusted gross income returns were filed by taxpayers that are not 
in any of the other 16 years — not any. Only 4 of the more than 
3,000 taxpayers made the top 400 all 17 years. 

That is because America is the land of opportunity. Anyone, any- 
where, regardless of your birth or your station in life, you can earn 
your way into the wealthiest taxpayers in the Nation. 

Mr. President, what is so wrong with that? Why are you intent 
on dividing our Nation, pitting one American against another be- 
cause of their success? 

Americans who work hard and play by the rules want productive 
jobs and a fair shot at success. They do not want handouts, bail- 
outs, stimulus, or temporary make-work jobs. They understand 
that paying taxes is part of citizenship. 

Americans should be able to find a good job and be able to make 
some contributions to the cost of the Federal Government. But for 
American workers to win in the global economy, American entre- 
preneurs must risk their capital to create the tools that American 
workers need to succeed. 

If Washington is intent on growing the government rather than 
growing the economy and insists on taxing those hardworking tax- 
payers who supply the opportunities and the jobs at high rates, in 
the end it is the American workers who will be worse off. 

Today we have before us witnesses who are advocates of major 
tax reforms designed to generate revenue for the Federal Govern- 
ment with a minimum of economic interference and allowances for 
very low-income families. What both ideas share is a commitment 
to reduce the after-tax cost to making job-creating, income-pro- 
ducing investments here in the United States. And that is what the 
American economy needs to kick-start the engine of job creation. 

I look forward to hearing the testimony of the witnesses today. 
Let me introduce our panel: 

Stephen J. Entin is currently President and Executive Director 
of the Institute for Research on the Economics of Taxation, a pro- 
free market economic public policy research organization based 
here in Washington. He advised the National Commission on Eco- 
nomic Growth and Tax Reform, the Kemp Commission; assisted in 
the drafting of the Commission’s report, and was the author of sev- 
eral of its support documents. He is a former Deputy Assistant Sec- 
retary for Economic Policy at Treasury. He joined the Treasury De- 
partment in 1981 with the incoming Reagan Administration, and 
participated in the preparation of economic forecasts in the Presi- 
dent’s budgets, the development of the 1981 tax cuts, including the 
Tax Indexing Provision that keeps tax rates from rising due to in- 
flation. He has a great deal of other experience in a wide variety 
of areas. 
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Mr. Entin, thank you for joining us. He is a graduate, by the way 
of Dartmouth College and received his graduate training in eco- 
nomics at the University of Chicago. 

Dr. Chad Stone is the Chief Economist at the Center on Budget 
and Policy Priorities, where he specializes in the economic analysis 
of budget and policy issues. Dr. Stone was the Acting Executive Di- 
rector with the Joint Economic Committee in 2007. Before that, he 
was staff director and chief economist for the Democratic staff of 
the Committee from 2002 to 2006. He held the position of chief 
economist for the Senate Budget Committee in 2001 to 2002. Pre- 
viously he had served on the President’s Council of Economic Ad- 
visers as senior economist, and chief economist from 1996 to 2001. 

His other Congressional experience includes serving as chief 
economist to the House Science Committee. Dr. Stone has also 
worked at the Federal Trade Commission, the FCC, the 0MB, and 
was a senior researcher with the Urban Institute, and co-authored 
the book entitled ECONOMIC POLICY IN THE REAGAN YEARS. 
He earned his Ph.D. in economics at Yale University. 

Dr. Stone, thank you for joining us. 

Dan Mastromarco was founder of the Argus Group, a public pol- 
icy law and economic consulting firm for more than 16 years. He 
is a partner in the Mastromarco firm based in Michigan. He has 
counseled clients ranging from Fortune 500 companies to not-for- 
profit organizations on tax, trade, and labor issues. 

In his Washington career he served as counsel to the U.S. Sen- 
ate’s Permanent Subcommittee on Investigations under the Chair- 
manship of Senator Roth. He also served as Assistant Chief Coun- 
sel for Tax Policy with the U.S. Small Business Administration. He 
was a special U.S. trial attorney with the Department of Justice in 
the Tax Division. He also worked as the Director of the Trade and 
Tax Division of the Jefferson Group, then one of the largest public 
affairs firms in Washington. 

He has written extensively about tax reform, publishing more 
than 100 articles in a wide variety of outlets from law reviews to 
The Wall Street Journal. His latest book, entitled THE SECRET 
CHAMBER OR THE PUBLIC SQUARE: How Washington Makes 
Tax Policy, was published by the Heritage Foundation as a con- 
structive critique of the tax policymaking process, particularly the 
process of revenue estimating and distributional analysis. 

He attended Albion College where he earned his BA, Georgetown 
University Law Center, and the London School of Economics. 

Welcome, Dan. 

Mr. Seth Hanlon is Director of the Fiscal Reform for the Doing 
What Works Project at American Progress. His work focuses on in- 
creasing the efficiency and transparency of tax expenditures in the 
federal budget, and on tax issues generally. 

Prior to joining CAP, he practiced law as an associate with the 
Washington, D.C., firm of Kaplan & Drysdale, where he focused on 
tax issues facing individuals, corporations, and nonprofit organiza- 
tions. 

Before law school, he served on Capitol Hill for more than five 
years as a legislative and press aide to Representative Harold 
Ford, Jr., and Marty Meehan of Massachusetts. 
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Mr. Hanlon also worked at the Initiative for a Competitive Inner 
City in Boston. There he was part of a team that partnered with 
Inc. magazine to launch the inaugural Inner City 100, a list of the 
fastest growing companies located in inner cities. 

Mr. Hanlon received his bachelor’s degree in history and lit- 
erature from Harvard, and his J.D. from Yale Law School. 

Gentlemen, thank you very much for joining us today. We have 
reserved five minutes for opening comments. We will submit your 
entire testimony for the record. 

Mr. Entin, you are recognized. 

[The prepared statement of Representative Brady appears in the 
Submissions for the Record on page 30.] 

STATEMENT OF MR. STEPHEN J. ENTIN, PRESIDENT AND EX- 
ECUTIVE DIRECTOR, INSTITUTE FOR RESEARCH ON THE EC- 
ONOMICS OF TAXATION (IRET), WASHINGTON, DC 

Mr. Entin. Thank you, Mr. Brady, and thank you Members of 
the Committee: 

Prior to Treasury I was on the staff here for five years, so it is 
a little like coming home, except this building was not built when 
I was working here. 

I thank you for the opportunity to testify today on tax chang:es 
that would generate investment and growth for the economy while 
being affordable for the federal budget. 

The growth-in-jobs element in this exercise is critical. If we look 
only at the federal budget effects of tax proposals and forget about 
the economic consequences, we will miss what is most important: 
the public welfare — and we will get the budget numbers wrong. 

To summarize, taxes affect the economy by altering incentives to 
work, save, and invest — not by handing out money to spend, or tak- 
ing it away. Forget anything you have heard about Keynesian mul- 
tipliers and the need to stimulate spending. 

The income tax is heavily biased against saving and investment. 
True tax reform would remove the biases not just between indus- 
tries but between saving and investment versus consumption. That 
is absolutely key to restoring growth. 

The amount of capital — plant, equipment, and buildings — is high- 
ly sensitive to its tax treatment. Higher tax rates on capital shrink 
the capital stock, shrink the productivity of labor, reduce employ- 
ment output, and income. The burden of higher taxes on capital 
formation falls largely on labor in the form of lower wages and 
hours worked. 

The definition of the tax base — the income that we tax — is at 
least as important as the tax rate. Overstating business income by 
under-counting investment expenses leads to less investment and 
lower wages. 

Trading away legitimate costs of production for a broader tax 
base may mean higher tax rates at the margin, even if the statu- 
tory rate is cut. That is what happened in the Tax Reform Act of 
1986, which was bad for growth and should not be a model for any 
current reform effort. 

We should not repeat the Tax Reform Act of 1986, which tried 
to perfect the broad-based income tax by supposedly evening out 
treatment among industries. Rather, we should adopt a different 
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tax base that is more neutral in its treatment of saving and invest- 
ment relative to consumption. That is a much broader shift. 

Mindless base-broadening is simply not the answer to our deficit 
problem. Expensing is the right approach to measuring the cost of 
investment. The current expensing provision if made permanent 
would boost GDP by 2.7 percent and would more than repay its 
static revenue cost. It is the most efficient way to encourage addi- 
tional investment. 

A 25 percent corporate rate would raise GDP by about 2.3 per- 
cent, almost as much as the expensing provision. It would cost 
more — about $25 billion more — in static terms, and require more 
offsets to make up the difference, if you go by static scoring. 

But the corporate rate cut, too, would more than recover its rev- 
enue over time by raising wages and employment. Do not swap ex- 
pensing for lower corporate rates. Do both. You do not have to 
choose. Neither costs you any revenue over time. 

Expensing favors capital-intensive manufacturing and rapidly 
growing businesses, and corrects a mismeasurement of income that 
penalized them relative to other industries in the past. A corporate 
rate cut is preferred by businesses with intellectual property in- 
stead of physical property, and by established slower growing busi- 
nesses that want higher returns on capital that they’ve already 
bought. They also get the benefit of expensing as they replace that 
old capital over time. 

You can satisfy both by keeping expensing and, if necessary, 
phase in the corporate rate cuts to reduce the static revenue score. 
It is better to do a dynamic score and cut the rate faster. If the 
Joint Tax Committee is not able to provide a dynamic score, get 
one from a major academic and modeling outfit and use that. The 
budget rules permit that. 

Increasing double taxation of corporate income by raising tax 
rates on capital gains and dividends to 20 percent, for example, 
would cut GDP by about 1.2 percent and would wipe out the ex- 
pected revenue gain. In addition, realizations would collapse as 
they did after the 1986 Act and you would get less revenue out of 
the existing gains because people simply wouldn’t take them. 

Raising the two top tax rates back to 36 and 39.6 would cut GDP 
by about half a percent and lose about 40 percent of the expected 
revenue. 

I have to say, with some regret, that the Bowles-Simpson Com- 
mission Proposal, and the Wyden-Coats bill, were not examined for 
their effects on the service price of capital. That’s the required pre- 
tax return on capital needed to pay its taxes, cover the costs, and 
leave a normal return to the investor. 

The proposals did not cut tax rates enough to offset the longer 
tax depreciation lives and the higher tax rates on capital gains and 
dividends, and they would both reduce GDP significantly. 

It is important that any tax reform proposal promote growth be- 
cause, as I explained in the testimony, we are at about 12 percent 
below trend GDP, and that plus the added spending we did in the 
vain attempt to get out of the stagnation is responsible for well 
over half the deficit. 

Every tax bill that you consider should be examined for its effect 
on the service price of capital. If the Joint Committee of Taxation 
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and the Congressional Budget Office can’t do that right now, again, 
go outside and get an outside estimate. They should always report 
that calculation to you when you’re considering a bill. 

If you cut the service price, you are going to get more investment 
and jobs. If you raise it, you are going to get less. And you really 
ought to know what you are doing to your constituents before you 
hold that final vote. 

Thank you, very much. 

[The prepared statement of Mr. Stephen J. Entin appears in the 
Submissions for the Record on page 32.] 

Vice Chairman Brady. Thank you, Mr. Entin. 

Dr. Stone. 

STATEMENT OF DR. CHAD STONE, CHIEF ECONOMIST, CEN- 
TER ON BUDGET AND POLICY PRIORITIES, WASHINGTON, 

DC 

Dr. Stone. Thank you. Vice Chairman Brady, and other Mem- 
bers of the Committee: 

I guess I should say: And now for something completely different. 

My bottom line is that tax reform is unlikely to be an effective 
tool for speeding up economic growth in the short run. Tax reform 
could be a useful tool for enhancing growth in the long run, but 
only in the context of a sound, overall program for achieving long- 
term fiscal stabilization, and not if it is used as an excuse to avoid 
the revenue increases that must necessarily be a part of any cred- 
ible, sustainable deficit reduction plan. 

In my testimony I have a chart that illustrates the distinction I 
want to make between the short run and the long run. I’m sorry 
we don’t have a chart, but it is figure one in my written testimony, 
which shows the growth path of the economy if we were producing 
at full employment with full utilization of our existing capacity, 
and the actual GDP. 

We know that the economy is in a deep hole and growing very 
slowly. That is why we have 9 percent unemployment. 

So I want to distinguish between policies that would move the 
actual GDP line in the chart and policies that would move the po- 
tential GDP line in the chart. 

So talking about the short run, the most compelling explanation 
to most economists for why we have a 9 percent unemployment 
rate, tame inflationary expectations, and a large output gap, is the 
textbook one: weak aggregate demand. 

Businesses are not able to sell all the goods and services they are 
capable of producing right now. Putting more customers in their 
stores, and giving those customers more money to spend is a far 
better way to encourage businesses to expand and hire more work- 
ers than giving a tax break when their stores are still half empty. 

Measures the President has proposed, like extending Federal 
Emergency Unemployment Insurance, extending and expanding 
the Payroll Tax holiday, relatively quick-acting infrastructure in- 
vestments like repairing schools, and help to relieve pressure on 
state and local governments so they won’t lay off more teachers, po- 
lice, and fire fighters, are the policies that are likely to be most ef- 
fective at getting the economy back on its feet and operating at full 
capacity, b^ecause they operate on the demand side and they don’t 
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make long-term deficit problems materially worse because they are 
temporary. 

Policies like corporate tax reform, and cutting top marginal rates 
for individuals, add to the budget deficit without generating much 
new spending in an economy with a huge output gap, high unem- 
ployment, and too much idle productive capacity, because they op- 
erate on the supply side. And right now we have plenty of potential 
supply, but not enough actual demand. 

Looking at the long run, policies to move the blue line — this is 
where tax reform can come in. The longer term question is: What 
are the best policies for raising the economy’s capacity to produce 
goods and services? 

Here are my key points: Tax rates in the range we’re talking 
about as part of a credible and sustainable debt stabilization plan 
are less harmful to growth than budget deficits of the kind we are 
projecting in the absence of such a plan. Reducing deficits in fact 
is a more potent way to increase long-term growth than cutting 
taxes, and revenue-neutral tax reform is not good enough because 
we need to raise revenue. With all due respect, supply-side fan- 
tasies and dynamic scoring pipe dreams won’t cut it. That does not 
mean we should not embrace the enduring principle of tax reform 
that a broader tax base allows rates to be lower than a narrower 
tax base. 

But we also have to ensure we have enough revenue to pay for 
the things we want government to do, ranging from national de- 
fense to an adequate safety net. 

The debate should be about what we want government to do and 
how we should pay for it. Setting arbitrary limits on spending or 
revenue does not advance that debate. 

I want to touch briefly on a couple of other topics. The first is 
the repatriation of foreign earnings. We tried a repatriation tax 
holiday in 2004 and it did not work. There were no effective mecha- 
nisms to ensure that repatriated earnings would be used for their 
intended purposes of investment in the United States, and just as 
economic and finance theory would predict the earnings multi-na- 
tional companies brought back under the tax holiday ended up 
being returned to shareholders largely through stock repurchases. 

There is scant evidence of any new investment having been gen- 
erated. And indeed, many of the firms that repatriated large sums 
during the holiday actually laid off workers subsequently. Doing 
the same thing again — which is what CBO and other analysts and 
the Joint Committee on Taxation has scored — would add to the 
budget deficit without doing much, if anything, for the jobs deficit. 
The 2004 model is not a good model. 

On small businesses and the question of higher marginal tax 
rates: Unlike large corporations, which are for the most part flush 
with cash, small businesses appear to still face difficulty financing 
expansion. That may justify short-term measures that target job 
creation in small businesses that would respond to such an incen- 
tive, but it does not justify costly and poorly targeted measures like 
keeping the current very low top marginal tax rates from expiring 
as scheduled. 
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Three quick points: The number of truly small businesses that 
would be affected by the top marginal tax rates is greatly exagger- 
ated in most discussions of the issue. 

Second, in many cases the effective tax rate on small business in- 
come is likely to be zero or negative regardless of reasonable 
changes in marginal tax rates because of the valuable array of tax 
subsidies that small businesses receive. Finally, the justification for 
those subsidies should be examined more carefully. The best recent 
research indicates that it is important to distinguish between 
young firms, start-ups, which are the main source of job creation 
and dynamism in the small business sector and other more estab- 
lished small businesses. 

Thank you, and I look forward to discussing these issues further. 

[The prepared statement of Dr. Chad Stone appears in the Sub- 
missions for the Record on page 52.] 

Vice Chairman Brady. Dr. Stone, thank you. 

Mr. Mastromarco. 

STATEMENT OF MR. DAN R. MASTROMARCO, PRINCIPAL, THE 
ARGUS GROUP, ARLINGTON, VA 

Mr. Mastromarco. Yes, Mr. Chairman, thank you. 

You know, there is an old adage that if we could line up all the 
economists end to end on Pennsylvania Avenue and make them 
hold hands, they still would not reach a conclusion. 

[Laughter.] 

And I think you can say that that is true when you juxtapose the 
testimony today of Drs. Stone and Entin. But in reality, they 
should sing with the harmony of chorus girls when they are asked 
about the principles that should guide tax reform. 

Economists ought to tell you an optimal tax regime imposes min- 
imum costs for maximum voluntary compliance. But that is not 
what we do. We waste $431 billion in compliance only to endure 
a tax gap that is equally large and growing. That is the dollar 
value of all the finished goods and services in the State of Virginia, 
and 41 other states — resources unavailable for payroll, plant, or 
equipment. 

The IRS embroils Americans in 72,000 litigation actions, 7 of 10 
involving small firms, only to enforce a system that is apparently 
so confusing not even the Treasury Secretary, or two former Mem- 
bers of the Ways and Means Committee, can fully understand it. 

Economists say an optimal system applies low marginal rates on 
a base neutral toward savings and investment. That is what Dr. 
Entin said is so important. But that is not what we do. 

Our corporations pay a national statutory marginal rate of 35 
percent on that chart. That is the highest in all of the OECD coun- 
tries; a dubious distinction. These rates impose efficiency costs, ac- 
cording to the GAO, of as high as $728 billion. And if Dr. Stone 
has a problem with that analysis, he should talk to the Govern- 
ment Accountability Office about that. 

After all, that explains why our 9,000 code sections of gibberish 
have been cobbled together by America’s finest lobbyists, not Amer- 
ica’s finest economists. 
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Economists tell you an optimal system would not favor imports 
over exports, or discourage repatriation of profits. But that is not 
what we do. 

The U.S. is alone in applying punishing rates — the highest in the 
OECD, and 50 percent higher than the average OECD rate at 23 
percent — to domestic and foreign earnings alike, and in refusing to 
adopt a border-adjustable tax system. 33 of 34 OECD countries im- 
pose an average border-adjustable VAT of 18.5 percent. It is as if 
Congress is urging global producers: invest in overseas plants and 
facilities. Hire those foreign workers. And then market your prod- 
ucts back to the American consumer who is punished for saving 
and rewarded for consumption. 

Don’t take my word for it. Look to the World Bank. They rate 
us the 124th worst nation for total tax cost, behind the Russian 
Eederation. 

Mr. Chairman, the FairTax, which replaces income and payroll 
taxes with a single-stage consumption tax, addresses these infir- 
mities. It eliminates an estimated 90 percent in compliance cost, 
relieving individuals and nonretail businesses from filing returns 
or paying taxes. It would impose the lowest marginal rates on the 
broadest base of any plan that does not tax income more than once. 

Laurence Kotlikoff estimates that this increases capital stock 
over the century by 96 percent, 44 percent by 2030, increasing real 
wages by 17 percent over that same period rather than the pro- 
jected decline of 8 percent. 

It would transform the U.S. from one of the least to the most tax- 
favored jurisdictions for business, meeting the challenges of border- 
adjustable regimes by exempting foreign consumption of U.S. goods 
from taxation, while imposing the FairTax on foreign goods con- 
sumed here just as we do on domestic goods — complete neutrality. 

A zero marginal rate on productive income is better than a terri- 
torial tax because it issues our competitor nations an ultimatum: 
Reduce your tax rate on savings and investment, or lose that in- 
vestment to America. And that sparks global tax competition. 

By not taking the fruits of our labor until consumed, the FairTax 
gives taxpayers control over their tax obligation, which in turn lu- 
bricates upward mobility — what Chairman Brady was talking 
about earlier — and it proves we do not need to trade growth for eq- 
uity. 

Now I know I am running out of time, but with — with permis- 
sion, I will just take a few more seconds of the Committee’s time? 

Vice Chairman Brady. If we may, Mr. Mastromarco, because 
we want to stay within the five-minute limit, I will ask you a ques- 
tion if you want to make a point to finish up. 

Mr. Mastromarco. Very well. 

[The prepared statement of Mr. Dan R. Mastromarco appears in 
the Submissions for the Record on page 64.] 

Vice Chairman Brady. So, Mr. Hanlon, you are recognized. 

STATEMENT OF MR. SETH HANLON, DIRECTOR OF FISCAL RE- 
FORM, DOING WHAT WORKS, CENTER FOR AMERICAN 

PROGRESS, WASHINGTON, DC 

Mr. Hanlon. Thank you. Vice Chairman Brady, Chairman 
Casey, and the Members of the Committee: 
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Thank you for the opportunity to testify. It is a privilege to be 
here. This morning I will focus on four points that I discuss at 
greater length in my statement for the record. 

First, tax reform, if done right, has the potential to improve eco- 
nomic growth over the long term, but it is not a solution to the ur- 
gent jobs crisis we face today and therefore should not come at the 
exclusion of immediate measures to boost demand and create jobs. 

In this regard, I would associate myself with Dr. Stone’s anal- 
ysis. 

Second, one of the most important things tax reform can do to 
boost long-term growth prospects is to adequately fund our needs 
as a country — including investments that will keep us competitive. 
Under any realistic fiscal scenario, that will require substantially 
more revenue than our current tax code raises. 

For the last three years, federal revenues were less than 15 per- 
cent of GDP, the lowest since 1950. And if we maintain current tax 
policies, revenues will average just 17.7 percent of GDP over the 
next decade, not nearly enough to prevent continued deficits even 
under the house-passed budget, which brings federal spending 
down to about 20 percent by the end of the decade only by shifting 
health care costs onto seniors and dramatically reducing the public 
investments that are needed for long-term growth. 

Recognizing these realities, all of the major bipartisan proposals 
to reduce the deficit — Bowles-Simpson, the Bipartisan Policy Cen- 
ter, the Gang of Six — raise revenues to 20 percent of GDP or high- 
er. 

With revenues at that level, the U.S. would still be a very low 
tax country. We now have the fifth lowest revenues among the 
more than 30 countries in the OECD, one-quarter less than the 
OECD average. 

In the current fiscal context, tax reform cannot just be revenue 
neutral; it has to raise revenues. 

Third, tax reform should not shift more of the tax burden onto 
middle class and low-income Americans who have experienced al- 
most none of the real income gains in recent years, which is why 
we should let the Bush tax cuts expire for top income earners. 
There is little reason to believe that requiring the highest-income 
2 percent of Americans to pay the modestly higher tax rates that 
they paid only a short time ago would slow economic growth. 

Lest we forget, business investment, job growth, and real income 
growth were all stronger under the post- 1993 tax code. 18 million 
private sector jobs were created in 6 years after 1993, compared to 
job growth of just 4.7 million in the corresponding period after the 
first Bush tax cuts were enacted, which does not even count job 
losses from the recession. And small businesses created jobs more 
than twice as fast. 

That is not the only reason to doubt that small businesses will 
be harmed. About 97 percent of them are not in the brackets that 
would see any change. And 92 percent of the total benefit of ex- 
tending the high-end tax cuts would go to high-income people who 
are not small business employers. 

My fourth and final point is that the corporate tax code is in 
need of reform. But Congress should not finance corporate tax cuts 
either with regressive tax increases or additional debt. We often 
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hear that the U.S. has the second-highest statutory corporate tax 
rate among major economies, pending what Japan does, which is 
true. But given the wide variety of tax preferences and loopholes 
that exist in the code, effective rates are the better measure. 

In a recent analysis of 280 public company financial statements 
by Citizens for Tax Justice and the Institute for Taxation and Eco- 
nomic Policy, it was found that these large U.S. corporations paid 
an average effective rate of 18.5 percent over 2008 to 2010, just 
over half of the statutory rate. 

We also often hear that the U.S’s corporate tax system is a drag 
on our multi-national corporations’ ability to compete in global 
markets. Again, however, corporate financial statements tell a dif- 
ferent story. 

Researchers studying the effective rates of the 100 largest U.S. 
companies and 100 largest EU companies over the last decade 
found that the American companies paid lower income taxes on av- 
erage than the European rivals. And a 2007 Treasury Department 
report also found that the average tax rate of U.S. corporations was 
below the OECD average. The U.S. raised 2.2 percent of its GDP 
in corporate taxes — well below the OECD average of 3.4 percent. 

And so an accurate picture of the corporate tax burden in the 
U.S. leads to the conclusion that fiscally responsible tax reform 
should raise revenue from the corporate income tax by broadening 
its base, and at the very least be revenue neutral. 

Thank you again for this opportunity and I look forward to your 
questions. 

[The prepared statement of Mr. Seth Hanlon appears in the Sub- 
missions for the Record on page 91.] 

Vice Chairman Brady. Thank you, Mr. Hanlon. We are joined 
by the Chairman of the Joint Economic Committee, Senator Casey. 
He is recognized for his opening statement. 

Chairman Casey. Mr. Vice Chairman, thank you very much. 

I want to make two points. 

Eirst of all, when people across the country — no matter where 
you are from — when they look at Washington, they have said two 
things to us. Number one is they want us to create jobs and deal 
with deficits and debt. That is the substantive message. 

But they also want us to work together and come up with bipar- 
tisan solutions. What they want to see in the context of that is 
what we are doing today: Having what we will have, and I can tell 
by the opening statements, it is plainly evident that we will have 
a good, robust debate about tax policy, and that is good. People like 
that. What they do not like is when we do kind of the usual name- 
calling in Washington. 

So this is a very constructive process that we are undertaking 
today. I think when we talk about the basics of this agreement, 
number one is there is broad agreement in this room and across 
the country that we need tax reform, and a lot of it. Whether we 
get that or not in the next couple of weeks remains to be seen, but 
I think that is at least one thing we can all agree on. 

Secondly, what concerns me about some of the ideas that have 
been and will be presented today is what are the effects on at least 
two basic priorities? Number one is: What will happen to the mid- 
dle class? And what will happen to deficit and debt? 
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I think they are two basic concerns that I have. But I think the 
Vice Chairman has done a very good job of gathering us together 
and getting some very smart folks to help us better understand 
what our challenges are and what some of those solutions can be. 
So I really appreciate the work that he has done to make this hear- 
ing possible. 

Thanks, very much. 

Vice Chairman Brady. Mr. Chairman, thank you. 

We will begin the questioning. 

Mr. Entin, thank you — this is a comment more than a question — 
thanks for making the point that the goal of tax reform is not sim- 
ply broadening the base, or the effect on demand, but ought to be 
measured by the incentives to invest. Because that drives job cre- 
ation consistently in this country. 

Mr. Mastromarco, the FairTax seeks to replace a number of 
taxes — the personal income tax, the corporate tax, payroll taxes, 
gift and death taxes — with a single-stage retail sales tax. 

Since the title of this hearing is “Can Tax Reform Boost Business 
Investment and Job Creation?” can you talk a moment about what 
you believe will be the impact on our economy as a result of the 
FairTax and who would be impacted by the change to that system? 

Mr. Mastromarco. [Inaudible]. 

Vice Chairman Brady. If you could hit your microphone and 
make sure that it is on. 

Mr. Mastromarco. The FairTax would unleash significant 
growth. In a way we can think of the FairTax is as being a Roth 
and a regular IRA all combined, where the earnings are not taxed. 
Think about investment in business — it is both pre-payroll and pre- 
income tax — where then the business can grow with its earnings 
tax-free. The business can then be sold tax-free. What it does it go 
back to a theory of Dr. Irving Fisher many years ago that income 
really is not income until it is consumed. The FairTax does not tax 
productive income. 

And so let me show a chart, if I may, that we have that was done 
by Beacon Hill Institute. The FairTax, Chairman Brady, is a pro- 
posal that has been the most researched plan, I venture to say, in 
the history of the United States — certainly one of the most popular 
plans. These are the economic effects according to David Tuerck of 
the Beacon Hill Institute. Real GDP grows in all of the years — year 
five, year one, year ten; jobs increase; investment grows, and wages 
rise. 

The chart that you looked at earlier showed that wages increased 
as a result of capital investment. Here capital stock grows and that 
is what increases wages. Farmers are not more efficient today than 
they were at the turn of the Century because they work harder 
hours, longer hours; they are more efficient because they have trac- 
tors, and capital to work with. And this capital comes in the form 
of investment, and it comes in the form of intellectual capital. 

What the FairTax does is relieve the tax on that capital entirely. 

Vice Chairman Brady. Thank you. And can you address for a 
moment the revenue-neutral issue? We sometimes see all sorts of 
numbers fly around about what their tax is from a revenue-neutral 
standpoint. Can you address that? 
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Mr. Mastromarco. I will address that. And I appreciate that 
question. 

I think it is a very large question, because it opens the door to 
a criticism of the way in which revenue-estimating and analysis is 
done in this country. You know, the raison d’etre of tax reform is 
supposed to be economic growth, real wages; the things we are 
talking about today. 

And yet, when the Joint Tax Committee comes up with their esti- 
mates such as the rate of the FairTax, we close our eyes to the eco- 
nomic growth. We say we do not want to hear this. We want to just 
look at the static estimates. 

We do not know whether the Joint Tax Committee has analyzed 
the FairTax because the Joint Tax Committee operates with se- 
crecy that rivals the CIA. 

They should be disclosing to you their spreadsheets. They should 
say: Here is how we came up with it. We are scientists. We believe 
in our answer. We came up with the right answer, so we can accept 
the criticism of it. That is the way the Joint Tax Committee should 
function. And the Joint Tax Committee should not function by sim- 
ply giving you a static estimate as if all tax cuts and increases are 
created equal, which they most certainly are not. 

Vice Chairman Brady. May I ask — and we are closing out on 
time — but is the 23 percent rate in the FairTax revenue neutral? 

Mr. Mastromarco. It is, sir. As a matter of fact, if the FairTax 
had been adopted last year, we would have $267 billion more dol- 
lars in our federal coffers than we do today. 

Vice Chairman Brady. Thank you, sir. 

Chairman Casey. 

Chairman Casey. Thanks very much. 

Dr. Stone, I wanted to start my questioning with a very basic 
question to you. How do you evaluate the proposal that was enun- 
ciated just a moment ago in terms of the analysis presented by the 
chart? What is your assessment of that proposal? 

Dr. Stone. Well, the FairTax proposal is 

Chairman Casey. Oh, the mike. Yes. 

Dr. Stone. The FairTax proposal is a version of a consumption 
tax. There are all kinds of consumption taxes: a value-added tax, 
a consumption tax like the FairTax — ^but we know the characteris- 
tics. They tend to be regressive compared with the current system. 

I know the FairTax proposal has something to address what is 
going on at the bottom. But in terms of economic efficiency, you 
mentioned Dr. Kotlikoff, there are economists who looked at the ef- 
ficiency of moving to a consumption tax. And what you learn is 
that almost all of the efficiency gains come as a result of taxing ex- 
isting capital: people who have saved, already paid income taxes on 
the money they saved. They have to pay again when they consume. 

And so in that situation what you do is you decide you had better 
work harder and you better invest more. It is like a natural dis- 
aster that knocks down a building. You have lost wealth, but you 
work harder to repair that wealth and you save more. That is 
where almost all the efficiency gains come from is the taxation of 
old existing capital in the FairTax proposal. 
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There is also a question of transition. You can have lots of transi- 
tion rules to avoid those problems, but that takes away most of the 
efficiency gains. 

Chairman Casey. I started in my statement with a concern 
about the impact on the middle class. Can you assess that? 

Dr. Stone. The FairTax proposal does attempt to deal with folks 
at the very bottom, but like all consumption taxes very high income 
individuals get a much bigger break than the middle class. And so 
it would shift benefits towards — it has unattractive distributional 
characteristics if you think that a lot more after-tax income going 
to the very top of the distribution is not a good idea. The middle 
class gets hurt compared with the rich. 

Chairman Casey. I wanted to ask as well, and I know we have 
limited time, there is a 2010 analysis by the Citizens for Tax Jus- 
tice. Corporate taxpayers and corporate tax dodgers in the calendar 
year 2010, manufacturers paid 23.2 percent of their profits in taxes 
compared with 2.2 percent for IT companies, and 5.2 percent for 
telecom companies. 

On average, the tax rate for the companies in their study was 
17.5 percent. 

Is anyone on the panel familiar with this data? Give me your as- 
sessment of those differentials. 

Mr. Hanlon. Sure, I can jump in. I mean. Citizens for Tax Jus- 
tice and ITEP have been doing this kind of analysis for basically 
30 years. Actually one of their reports was one of the impetuses be- 
hind the 1986 Tax Reform Act when President Reagan read and 
saw the number of companies that were not paying — profitable 
companies that were not paying federal income taxes and said they 
have to do something about this. 

So it is an analysis of only profitable companies. They screen out 
the ones that are not profitable. And it looks at their overall effec- 
tive rate. And I think you had mentioned those — you know, it was 
very interesting, the disparities among industries, and in particular 
manufacturing being a 23 percent rate. 

I think another thing that is masked in the way they do it is that 
there is also a differential between domestic manufacturing and 
foreign manufacturing, which I think is another distortion created 
by the tax code, and an important one, that we have to address. 

So I think, you know, overall as you may 

Chairman Casey. Are you talking about the manufacturing 
being adversely impacted? 

Mr. Hanlon. Right, the domestic manufacturing. 

So I think the study on the whole survey undermines the notion 
that corporations are over-taxed in general compared to other coun- 
tries, and certainly would lead to the conclusion that we need a 
base-broadening that levels the playing field among competing in- 
dustries. 

Chairman Casey. I know I am out of time but, Mr. 
Mastromarco, I know you will get rebuttal time. 

Mr. Mastromarco. No, I appreciate the opportunity. I do not 
know whether Dr. Stone has actually had the opportunity to read 
the FairTax, but it is the only plan that completely untaxes the 
poor. Through its rebate mechanism it makes sure that no one 
pays their FairTax to meet the sustenance in life. 
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The amount that is at the poverty level is completely untaxed. 
That is not what we do today. Under the Earned Income Tax Cred- 
it, for example, in order to escape poverty we impose some of the 
highest marginal rates on those individuals. And that keeps them 
in that position. It is very bad. 

In terms of equity, here is what the data of Dr. Kotlikoff showed 
when he looked at 42 family sets and ran his simulation model. He 
said that the lifetime average effective rates would decrease for 
lower-income taxpayers 86 percent over what it is today, and 42 
percent for upper income folks. In other words, these are highly 
progressive results. And his study shows that the welfare gains are 
equally progressive. 

Twenty-seven percent of the welfare gains go to low income indi- 
viduals. Eleven percent go to the middle income, and five percent 
to the upper income. 

Here is the problem, Mr. Chairman. We assume here 

Chairman Casey. I did not mean to give you this time. Can you 
hold that so we can move 

Mr. Mastromarco. Absolutely. 

Chairman Casey. Can you hold that? 

Mr. Mastromarco. Yes. 

Chairman Casey. Thank you. 

Vice Chairman Brady. Thank you very much. 

Mr. Mulvaney. 

Mr. Mulvaney. Thank you, Mr. Vice Chairman. 

Mr. Mastromarco, I appreciated your comments at the outset 
about how all too often it is difficult to get economists to agree be- 
tween various groups. I am always stunned at the number of times 
they do not seem to be able to agree with themselves. 

Since we have been up here today I have heard now that tax re- 
form will not create jobs, but in the next breath folks will extol the 
payroll tax cut, which is designed supposedly to do exactly that. 

I have heard that we are seeking to increase aggregate demand, 
and in the next breath suggesting that the Bush/Obama tax cuts 
expire, which unequivocally will have the exact opposite impact on 
aggregate demand. 

What is more frustrating is the number of economists who seem 
completely able to ignore the real world. It is like we have moved 
away from Adam Smith’s worth, his beautiful insight into the real 
world, and human nature, and what actually existed outside of 
these walls, to Samuelson’s text which I read in college which 
was — I always wondered if the guy actually ever wandered outside 
of a classroom. 

And what it leads us to is a situation where today still some of 
you are arguing that infrastructure spending is the best way to 
spur adequate demand — despite the fact that we have tried that 
and it did not work; that you are still here today, gentlemen, some 
of you, pushing for an extension to things like Unemployment Ben- 
efits and extension to the payroll tax cuts when we already have 
unequivocal evidence that it did not work. 

And I am just wondering if we have not learned anything from 
this most expensive economics lesson that anybody has ever re- 
ceived? We spent $800 billion to try to put exactly what you — Mr. 
Hanlon and Dr. Stone especially — have extolled here today, and the 
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only possible conclusion you can come to in the real world is that 
it did not work. But that is my comment, and here is my question: 

Dr. Stone, you mentioned something I want to come back and 
talk to a little bit, which is about the base, broadening the tax 
base. And here I am talking about not the size of the income that 
we have available to tax, but the number of people who are actu- 
ally participating in that tax base. 

One of the numbers you hear a lot is that half of the folks in the 
country who make money, who earn money, do not pay the income 
tax. I am just wondering if you think that is fair, or needs to be 
changed? 

Dr. Stone. I am not sure that the statistic is fair. The high fig- 
ure that you cite is for a particular period. It is lower in years 
when the economy is not so weak. 

But more importantly, people do pay federal taxes. Most people 
do pay federal taxes. They pay payroll taxes, and they pay income 
taxes. And to simply focus on the income tax is to miss the fact 
that people are paying taxes. 

Mr. Mulvaney. But the payroll tax. I’ve always — since I got my 
first check when I was 14 or 15 years old, you know, my Dad laid 
out to me, this is the income tax, and then this is FICA. And what 
that is is that is Social Security — isn’t that a segregated fund, sup- 
posed to be at least in theory? When you pay payroll taxes, you are 
paying for what people perceive to be their own benefits in the fu- 
ture, their Social Security, their Medicare. They are not paying for 
defense, USDA food safety, they’re not paying for the Fi^, they’re 
not paying for the FBI. Correct? 

Dr. Stone. The FICA tax is — is — goes into the Social Security 
Trust Fund, but revenues are all mixed together, and spending is 
all mixed together. It is not as though it is completely segregated. 

It says, this — it is an indication of promises to pay future bene- 
fits. 

Mr. Mulvaney. No, I understand that we raid the Trust Fund. 
I understand how that works, and that we buy nontradeable public 
debt. I understand all that. But the point of the matter is, if you 
are only paying payroll tax you are not paying for national defense, 
are you? 

Dr. Stone. You’re 

Mr. Mulvaney. I’m what? I’m right? 

[Laughter.] 

Dr. Stone. It’s more complicated than that. Nobody’s dollar is 
going to national defense versus going to paying for Medicaid. It is 
all one pot. 

Mr. Mulvaney. Do you think everybody should pay something 
towards national defense? Everybody in the country? 

Dr. Stone. I think the people should pay taxes in proportion to 
their ability to pay, and receive benefits in proportion to their — to 
what they — to how they benefit. 

Mr. Mulvaney. I’ve heard that before. I heard that before. I 
read that someplace. It’s called: From those according to their abili- 
ties to those according to their needs, isn’t it? 

Dr. Stone. It’s — It’s about — it’s about the system that we have 
had in the United States for a long time of a progressive tax and 
benefit system. That’s what we have. 
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Mr. Mulvaney. Thank you, sir. 

Thank you, Mr. Chairman. 

Vice Chairman Brady. Mr. Duffy. 

[Pause.] 

Excuse me. Senator, you are recognized. 

Senator Coats. Thank you. I have got a little bit of a time con- 
straint, so I appreciate the yielding of the time. 

First of all, thank you for your testimony. A lot of very inter- 
esting questions have been raised. I happened to co-sponsor a bill, 
a bipartisan bill, along with Senator Wyden, and it was really 
crafted by Senator Wyden and Senator Gregg over about a three- 
year period of time. 

I got the baton handed off to me when Senator Gregg retired 
from service. I have worked with Senator Wyden tweaking some of 
the provisions of the plan. What we have both said — what he said 
with Senator Gregg and what he and I are saying today is, this is 
not the be-all and end-all of tax reform. These are some ideas and 
some thoughts based on some basic principles that have been in- 
vented over about a three-year period of time by a number of orga- 
nizations, and we still leave the door wide open for suggestions for 
improvement, or even major changes to it if we can find adequate 
substitutes that better lead us toward the goals that we all are try- 
ing to reach with tax reform. 

Clearly there is a growing consensus that we need this reform 
and need it badly. And I am hopeful that that consensus will lead 
to actual reform, and obviously we want to do it the right way. 

In the limitation of time, let me just focus on one aspect of the 
Wyden-Coats provision. That is, addressing the corporate tax rate, 
which was mentioned and was on the chart. 

We see that as a strong impediment to the competitiveness in a 
global economy. There is a difference of opinion as to how much of 
an impediment it is, but there is pretty much a consensus that we 
do not need to be at the top of the 36 OECD countries in tax rate. 
And then being at least at the average level would be a benefit to 
the United States. 

And so ours brings it down to 24 , but we are looking for ways 
to actually bring it down to 21 or 22 . And we do that by elimi- 
nating a lot of the exclusions, exemptions, subsidies, and so forth 
that has been said by the panel, some of the more effective lobby- 
ists have been able to insert into the tax code through — actually 
the Congress did — but through some effective lobbying by some cor- 
porations than others. 

Now I met with and talked to a lot of heads of multi-national 
companies. Almost exclusively I have heard two things. One, well, 
our company does not have a problem with that because we have 
been able to use the X, Y, Z subsidies, credits, et cetera, et cetera, 
and that brings our rate down to a level where we are competitive. 

And others say, you know, this is very unfair because those who 
have more — who have been successful with the tax-writing commit- 
tees get a break at the expense of the others. And many have said 
to me: Look, if you could get us down into the low to mid 20s, I 
don’t care what exemptions I have, or what breaks I will take, I 
will take that over having to go through the process of continuing 
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to work to save my subsidies, save my credit, save my exclusion, 
or get a new one, or whatever. 

So I would just love to get rid of all that effort, all that time, all 
that cost, all that uncertainty, just give me a rate where I am com- 
petitive with my competitors. 

Any problems with that goal in mind? And if any of you have ex- 
amined our particular legislation, any comments you could provide 
for us, that would be helpful and would be appreciated. 

Mr. Entin. Senator, a good friend of mine who in fact used to 
intern with us, was one of the staff people who worked with Sen- 
ator Gregg on this bill, and I asked him as he was putting it to- 
gether: Are you checking the rate cuts versus the offsets? And Joint 
Tax was not providing decent information. 

In two areas there is a problem with the bill. First, the increase 
in taxes on capital gains and dividends is not a good idea. 

Second, they really 

Senator Coats. I happen to agree with that, even though it is 
my own bill. 

Mr. Entin. Okay. But Joint Tax gave you estimates and notions 
on depreciation that really were extraordinarily harmful and 
wrong. You have been put back to asset lives that Kennedy used, 
but not the double-declining balance that he used, so you have the 
worst tax treatment on depreciation of capital since the Eisenhower 
Administration. 

Some industries do not care about that. If you have nothing but, 
for example, royalties and software, perhaps without any big man- 
ufacturing costs, that will not bother you, you prefer a lower tax 
rate. But if you have got manufacturing equipment and other cap- 
ital intensive industries, that will cause a great deal of trouble. 

We tried to measure the relative effects of these changes, and in 
our model it comes out very badly. 

One of the points that you need to note is that you will have of 
course in your bill an elimination of the domestic production or 
manufacturing credit which already lowers the corporate rate to 
some extent for those companies, and that means that the rate cut 
you are apparently giving is not as big as it appears to be. 

So the depreciation then weighs very heavily against what is in 
fact not quite a big-enough corporate rate cut. If you can get the 
corporate tax rate down to the very low 20s, or 19, with that depre- 
ciation schedule you might make up for it. But I think you are 
going to have a great deal of trouble getting a lower service price 
of capital in the structure that you have. 

I also think that if you have a revenue problem, and cannot keep 
the expensing, you can still keep the depreciation allowances just 
as valuable by switching to a neutral cost recovery system. Keep 
the longer asset lives, but pay an interest rate, a respectable one 
like a long-term return on capital of about 3 percent plus inflation 
on the unused balances going forward. 

The present value would b^e the same as expensing, but it would 
give you enough time to get all the added capital into place before 
you actually had to have the bigger depreciation writeoffs over 
time. This mismeasurement of the cost of investment in the bill is 
causing it real problems. 
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Now there are many other subsidies to the corporate sector that 
can and should be closed to lower the rate, and in that general 
framework I would agree. But when you have these specific provi- 
sions which hit at the service price of capital, it does not come out 
quite right. 

Senator Coats. Well thank you for that. I take that as a con- 
structive suggestion. I guess what I would ask of you is that you 
have the individual who wrote that who now works for you issue 
a mea culpa and send me details of what you just said, and we will 
go to work on it. 

[Laughter.] 

Mr. Entin. He was an intern 20 years ago, but I will get in 
touch with him again. 

[Laughter.] 

Senator Coats. Your suggestion is very helpful. My time is up. 
Thank you. 

Vice Chairman Brady. Senator, thank you. And now, Mr. 
Duffy. 

Mr. Duffy. Thank you, Mr. Chairman. And I appreciate the 
panel coming in today. 

If you look at what has changed over the last 50 years, is it fair 
to say that as we look at the global marketplace we compete with 
China, India, Mexico, Vietnam, Brazil, Canada, at a far greater 
rate today than we even did 10 years ago? Or more than 40 years 
ago? Is that correct? 

Mr. Entin. Yes. 

Mr. Duffy. Would you all say that capital is pretty free-flowing? 
It goes to the best home possible? Right? I mean it is kind of like 
as we look at our own spending habits, Wal-Mart has become suc- 
cessful because people want their dollar to go as far as possible, 
right? They go to Wal-Mart instead of maybe another store that 
does not provide the best value? 

[Panelists nod in the affirmative.] 

Is capital kind of the same way? It goes to the best place? Am 
I right on that? 

[Panelists nod in the affirmative.] 

You are shaking your heads “yes.” 

Mr. Entin. Yes. 

Mr. Duffy. And so if we look at raising taxes in America, doesn’t 
that make us less competitive on this global stage? I mean, is it 
not as good a home for capital as some of the other OECD coun- 
tries that were put up in the chart? 

Mr. Entin. Yes. 

Mr. Duffy. Okay. I guess, I don’t know if you guys looked at 
Switzerland, Ireland, Germany, Canada, Chile. Are those countries, 
Mr. Stone, is there a movement within those countries to create 
economic growth by raising their tax rates right now? 

Dr. Stone. There is not, although right now their short-term eco- 
nomic problems are so great that the question of attracting invest- 
ment is less important to them than getting their budgets in order 
and worrying about high unemployment. 

On the question of capital mobility, yes, capital is mobile, and 
yes, we are competing with more people. But there is an awful lot 
of considerations that go into whether it is worthwhile to be pro- 
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ducing in, you mentioned Vietnam, versus producing in Pennsyl- 
vania or in Texas. And there’s a lot more considerations. 

The United States still enjoys many advantages of producing 
right here in the United States. Capital is not flying all the way 
out. And capital is not quite as mobile as we all nodded our heads 
to. There are some limitations. 

Mr. Duffy. And maybe your thinking is different than I do, but 
when I am talking to business leaders they all tell me it is not the 
only consideration. They look at the American workforce, its pro- 
ductivity, its intelligence, but they also look at the tax code. 

Do they tell you something different than what they are telling 
me? 

Dr. Stone. No, no. I am saying all these things flgure in. 

Mr. Duffy. Right. And so isn’t it fair to say, if you guys are advo- 
cating raising taxes, you are too advocating for a less competitive 
American economy? 

Mr. Hanlon. So I think, you know, we need to balance the flscal 
priorities. You mentioned that one of the factors in our competitive- 
ness is our workforce, and certainly other factors are infrastructure 
and the strength of the consumer base in the United States. 

And so I think we need to balance, you know, the concern about 
statutory rates with the need to fund the investments that are 
going to maintain our competitiveness. In particular, if we think 
about workforce, education, investing in our infrastructure, and I 
think those things are indispensable to long-term economic growth 
and competitiveness. 

Mr. Duffy. And I might not have the right number for this, but 
we are sitting at about a $98 trillion in unfunded liabilities? Is that 
roughly the right number? Anyone? 

Dr. Stone. That is the number I have heard. We have large defi- 
cits in the future, yes. 

Mr. Duffy. Do you think we can tax our way out of these un- 
funded liabilities? Or at some point do we have to say: 

What promises have we made? If you look at the expansive 
growth of government, at some point, instead of going we have to 
tax more to meet the obligations, should we not at some point say 
we have too many obligations? We have to cut back. We have to 
scale back. Instead of adding, you know, more onto the unfunded 
liabilities this country has. 

Mr. Stone. 

Dr. Stone. Our long-term budget deficit problem — unfunded li- 
abilities is one measure. It is a little bit of a shaky measure. But 
there is no question that we have big budget deficits in the future. 

It is almost exclusively driven by rising health care costs. Health 
care costs are rising faster than other costs in the economy, faster 
than GDP, and that is happening not just in the government pro- 
grams but it is happening in the private programs as well. 

If we find a way to get a handle on those costs, our budget deficit 
problem down the road becomes much more manageable. It is not 
about Social Security being out of control. It is not about discre- 
tionary spending being out of control. It is 

Mr. Duffy. One quick question before I have to turn it over. Am 
I correct that there is not an historic correlation between tax rates 
and revenue as a percentage of GDP? The actual correlation of rev- 
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enue to the federal coffers will actually correlate with GDP growth? 
So the basic point is, if you grow your economy so too do you grow 
revenues to the federal coffers, as opposed to raising taxes, doesn’t 
necessarily bring in the growth that would be projected? 

Dr. Stone. Well, we did in the 1990s have a very strong econ- 
omy, raised a lot of revenue, brought the budget deficit down, pro- 
duced surpluses, and then we gave it away. 

Mr. Duffy. My time is up, and I hope we will have a second 
round and I will yield back. 

Vice Chairman Brady. Thank you, Mr. Duffy. I would point 
out that from 1981 to 2001 we actually lowered the size of our Fed- 
eral Government from about 23 percent of the economy to 18 per- 
cent and during that period grew about 37 million jobs. So there 
is no — in the private sector, predominantly, so there is no question 
there is a correlation between the size of government and job 
growth. 

Mr. Campbell. 

Mr. Campbell. Thank you, Mr. Chairman. 

And to Mr. Mastromarco’s opening comment about economists 
holding hands, I agree with some of what each of you said, and dis- 
agree with what some of each of you said. So I guess I am in that 
same camp. 

But Mr. Hanlon, first for you. You mentioned about repealing the 
Bush tax cuts for higher income individuals. Okay, let’s assume we 
do that. It’s done. It’s all done. That does not come close to closing 
the deficit. So are there other tax increases that you believe we 
ought to have? 

Mr. Hanlon. Sure. No, I agree. It is certainly a first step, and 
it is not the only thing. And I would think, just in response to the 
questions before, I mean there is no doubt we need to do things on 
both the spending and the revenue side. I mean, I am not advo- 
cating for only raising taxes, and particularly health care. We need 
to get health care costs systemwide under control. 

And so — but in terms of what else we can do to raise revenues 
beyond that, I think we do need to do that. I think the best way 
is to broaden the tax base and look at the tax expenditure budget. 
In particular, tax expenditures that provide a greater benefit for 
high income people because of what is called the upside-down ef- 
fect, that people who pay higher marginal rates benefit more from 
the various incentives that are in the tax code. 

There is a proposal to 

Mr. Campbell. Sorry, no, what I’m getting at is, there is a lot 
of rhetoric around this town these days about taxes on high-income 
individuals, but even if you do that it still is not that big an 
amount of money relative to the problem. 

So my question is — and you have said there ought to be some 
stuff on the spending side as well. I understand that. But let’s say 
we do whatever for high-income, raise the rate to whatever, do 
whatever you think ought to be there, do you also believe that as 
a part of this that there should be tax increases on — or reductions 
in tax expenditures, whatever, on people who are not high-income, 
or not? 

Mr. Hanlon. So have a — we developed a plan called the — it’s 
called “Budgeting for Growth and Prosperity,” and it is basically a. 
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it was the challenge to basically balance the budget over a 20 - 25- 
year time frame. And we tried to do that by avoiding tax increases 
on middle class people. 

I mean, I think one way — you know, something we need is to put 
a price on carbon emissions, which solves two problems. I think you 
definitely want to protect low-income people from that. But that is 
another potential revenue source that can help in the long term. 

Mr. Campbell. But that obviously hits middle class taxpayers. 

Mr. Hanlon. Sure, it could, depending on how you structure it; 
yes. 

Mr. Campbell. Okay. All right, Mr. Mastromarco, FairTax. One 
of the things you did not mention in this argument, one of the ar- 
guments that a lot of FairTax people say is we can get rid of the 
IRS. There has to be a whole lot less enforcement, et cetera. 

My concern has always been, if you take — and I do not know 
what number of a FairTax you have, but I have heard 23 percent 
or something. Let’s just take that. I am from California. You add 
to our 10 percent sales tax, state sales tax. You are now up to 33 
percent effectively consumption tax. 

The incentive to avoid that tax and to take transactions and 
things underground would be enormous. And I have always 
thought that one of the problems with the FairTax is that it would 
be the opposite. You would actually need a much more intrusive 
enforcement mechanism than currently exists on the income tax. 

What are your thoughts on that? 

Mr. Mastromarco. Right. I really couldn’t disagree more with 
that statement. And this is from somebody who has experience 
both as a tax practitioner and also has worked in tax 

Mr. Campbell. And by the way, I am a CPA and did tax returns 
for a living, and have a Masters in Taxation. 

Mr. Mastromarco. So we should be kindred spirits on this. 

Mr. Campbell. We should be. But like you say, joining hands 
and don’t agree. 

Mr. Mastromarco. Well, but part of it is defining the problems. 
That’s the beginning, you know, and that’s the good thing about 
what this Committee is doing, is to ask the right questions that 
lead to the right answers. 

The good news is tax reform is coming. The bad news is, it is un- 
defined. 

There has been a lot of good work that Ms. Nina Olson, the Na- 
tional Tax Payer Advocate, has done, and through various reports, 
concerning what causes the tax gap; what causes this massive tax 
gap? Is it under-reporting. 

What are the influences that deal with evasion? The first thing 
you have to understand. Congressman, is that the tax gap is really 
four different elements: 

Honest taxpayers; 

Confused taxpayers; 

Game players; and 

Evaders. 

Under the FairTax, you pretty much eliminate the game players 
and the confused. I mean, it reduces the 9,000 code sections into 
how much did you sell the consumers? That is a pretty basic, easy 
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question. So it divides the line between evaders, game players, and 
those with excuses, pretty well. 

All right, so then we look to evaders. What influences that? The 
number of taxpayers, they diminish by about 90 percent. 85 per- 
cent of the consumption taxes are paid by about 15 percent of the 
retailers. The opportunities they have for evasion in the code di- 
minish. I could drop the code on the floor, you could too, and we 
could tell people how to avoid the taxes on any page. This is a very 
simple plan. 

Third, marginal rates — and that is where you were focusing on — 
marginal rates; marginal rates under the FairTax are the lowest of 
any conceivable plan that could be developed. The base is twice 
that taxable income — 23 percent — as opposed to 15.3 percent pay- 
roll taxes under the current system, plus. Let’s take a taxpayer at 
28 percent; that’s 43 percent. 

So if you’re going to rob a bank, the question is: Do you rob the 
one with gold? Or do you rob the one with iron ore? 

Mr. Campbell. Yes. And I think the Chairman is saying my 
time is up, so this will be a continuing discussion. But my concern 
is that you turn — it is like prohibition. You turn a lot of honest peo- 
ple into dishonest people because of the size of the benefit of be- 
coming someone who does not pay taxes. But my time is over. 
Thank you, Mr. Chairman. 

Vice Chairman Brady. Thank you, Mr. Campbell. We normally 
conclude at the end of the first round, but let me quickly offer the 
chance for a follow-up question from any of the members here on 
the panel. 

Mr. Duffy. 

Mr. Duffy. If I could just quickly. Mr. Hanlon, I think you indi- 
cated you would support a carbon tax? Is that right? 

Mr. Hanlon. Some kind of price on carbon emissions. 

Mr. Duffy. Is that so we would have a cleaner environment and 
less carbon emissions? 

Mr. Hanlon. Yes. 

Mr. Duffy. Okay. And you would admit that if you tax carbon, 
you get less of it? Less carbon emission, right? 

Mr. Hanlon. Sure. 

Mr. Duffy. And we tax cigarettes, as well, because we want peo- 
ple to smoke less, too, right? 

Mr. Hanlon. Um-hmm. 

Mr. Duffy. And so if we extend this argument out, if you tax in- 
come, if you tax capital, you will get less of that, as well? Right? 

Mr. Hanlon. I see where you’re going. I mean, certainly 

Mr. Duffy. Why does it work for carbon and it does not apply 
to every other principle we have talked about today? 

Mr. Hanlon. Well it does apply, but you need to look at, you 
know, for example — we’ve talked about savings a lot, but we need 
to look at our national savings rate. And when we 

Mr. Duffy. But I think the point is, when we talk about taxes, 
I think you made the exact point. You tax carbon because you want 
less of it. You want to tax income, you want to tax capital, and you 
are going to get less of it. And if you look at the issues in the coun- 
try today, it is an issue about the economy and jobs. 
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We want to see investment in America. We want to see expan- 
sion in America which will in the end lead to economic growth, and 
joh creation. But here you sit here and advocate for greater taxes, 
and we will get less of that when we increase taxes. And that is 
my concern with the two of your positions, Mr. Stone and Mr. 
Hanlon. 

I know that you guys have prohahly followed what we have done 
in the House. We have tried to, in our budget, make a proposal for 
tax reform where we are going to take the top rate from 35 to 25 
percent and do away with quite a few of the loopholes, make it fair- 
er, flatter, simpler. We’re not quite where Mr. Mastromarco is with 
a FairTax, but we are going in that direction. 

Would you all agree that that is a better system? Was anyone op- 
posed to what we were trying to do in our budget with tax reform? 

Dr. Stone. Sure. I’ll be the devil’s advocate here. 

Mr. Duffy. I thought you would be. 

Dr. Stone. The problem is that when we talk only about the 
problems with marginal tax rates affecting activities that we value, 
there are also government activities that only government can do — 
defense, some kinds of infrastructure — for the size of government 
that we need. And the problem that we have with most of the pro- 
posals in the House is that they just set the level way too low for 
the revenue that they are trying to raise relative to what is real- 
istic in our political system, what is realistic in terms of our aging 
population and our needs. 

And so if you — the principle is fine. It is just that the level of 
spending and revenue does not seem as though it will work. 

Mr. Duffy. Mr. Entin. 

Mr. Entin. If you get the tax base right, you are going to get 
some added growth. Then the needs may go down. If you get the 
tax base right, people will see the full cost of government instead 
of having it hidden here and there. And they might not want as 
much government. 

You don’t know what you need until you get things right. So that 
needs to be done. 

Second, the burden tables that people talk about — this tax falls 
on this person, this tax falls on that person are misleading. If the 
tax is changing the size of the economy and the level of wages, it 
is bound to be shifted to the middle class. If you do something that 
depresses wages, they are going to be hurt even if it is not on the 
burden table. 

The burden tables are nonsense. They do not take the effect on 
the economy into account. 

Mr. Duffy. Right. 

Mr. Entin. The tax expenditure list is a problem. In the late 
Bush Administration, right up through the 2009 budget, they had 
a chapter on tax expenditures. That is required. But in those years, 
they put in the tax expenditures as they would appear under the 
so-called broad-based income tax, and then another set of tax ex- 
penditures as they would appear under a neutral tax system. And 
most of the major tax expenditures simply vanished because under 
a neutral tax system they are not tax expenditures, they are the 
right treatment. All pension plans under a consumed income tax — 
where you put down your income, subtract your saving, and pay 
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tax on what is left, and when you withdraw from a pension you add 
it to your income — are the norm. But they are viewed as a big tax 
expenditure under the income tax. That misperception goes away 
under the consumption base. 

The same is true as you go down through all the major tax ex- 
penditures, even in the housing sector. 0MB got that one wrong. 
They messed that up. Under current law, even housing is treated 
correctly as it would be under a consumption tax base. 

When you look at tax expenditures as they are commonly pre- 
sented, you get a bad idea for tax reform because you are going to 
start raising taxes on capital. Capital responds more to taxes than 
labor. I am not an advocate of higher tax rates. But if I had to 
choose one thing in the Bush plan to let go, I would say let the two 
top rates go up. They hit CEOs. They hit high-paid attorneys. They 
hit high-paid athletes. They hit entertainers. And they also hit 
some entrepreneurs. But give the entrepreneurs expensing in ex- 
change on a permanent basis and they will be held harmless. 

If you want a lot of revenue, you are going to have to tax middle 
class workers. But if you tax them on consumption instead of in- 
come, at least they will be free to save and invest and try and get 
out from under it and have a decent retirement. Watch your base. 
That is more important than almost anything else. 

Mr. Duffy. And it is fair to say that is why we went from not 
just millionaires and billionaires, as the President talked about, he 
actually went to those who made $200,000, $250,000 because that 
is where the money is at. The lower you go, the more people you 
hit. 

Mr. Mastromarco. Yes. But you will not just hit them. There 
will be less capital formation, and then everybody will have a lower 
wage, including all the way down the income scale. 

Mr. Duffy. Absolutely. I yield back. But I appreciate the panel 
coming in. I think it is a great discussion, seeing a couple of dif- 
ferent sides of you and everyone sitting nicely and engaging. I ap- 
preciate you guys. 

Mr. Campbell. Holding hands. 

Mr. Duffy. Holding hands, yes. 

Vice Chairman Brady. Well I want to follow up on that. I want 
to thank our witnesses for being here today. You know, some ex- 
perts believe the 1800s was the British Century. 1900s was the 
American Century. And this is the China Century. I am not con- 
vinced we need to cede the strongest economy in the world to our 
Asian competitor. 

Part of that competitiveness and retaining that is a tax code for 
the 21st Century, that makes us competitive, that rewards that in- 
vestment, that boosts our economy. Today we heard both pros and 
cons on how best to do that, but I think the lawmakers today who 
believe this is perhaps, along with getting our financial house in 
order, the strongest reform and change we can make to keep the 
world’s largest economy are right. This is critical to get the broad 
range of debate about this. I want to thank our witnesses for being 
here today, and your insights on the various areas. I want to thank 
our lawmakers for taking time again to focus on the most impor- 
tant issue before us in the economy. And with that, the hearing is 
adjourned. 
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[Whereupon, at 11:21 a.m., the hearing was adjourned.] 
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CauU Tax Ktftim Boost Business investment 
ami /ob Creation? 


Washington. OC - There i.5 no question that President Obwna inherited a poor economy, bai after three years 
his poheics Sasc made it worse. The massive slironlus failed to jumpstart the economy irnd testore consanter 
cunlidcncc as he promised. In fact, today there are 1.3 miHion fewer payroll jobs in America than when the 
first stimulus b<jg,tn. Now, 25 miUion Americans can’t find a full-time job or any work at all. Hardworking 
taxpayers have paid a steep price in this Obama econwy. 

After exploding America's national debt in his first round of stimulus, the President now is out campaigning to 
raise income taxes on hardworking, successful Americans and local small busmess owners to pay for yet a 
second round of stimulus spending aimed at jobs in the government sector. 

It’s a basic principle of economics that if you want less of something "tax if more” and if you want more of 
something “tax it less” or not at all. Common sense tells us that Washington taking more of what investors ewi 
will only reduce in vestment in new jobs, re.search, and expansions. 


History proves that it 's business investment in new buildings, equipment, and software that drives jobs along 
Main Street. One glance at the chart behind me - which tracks business inytstment and private-sector Job 
creation for the past 40 years in America - cieariy shows that job creation in America will not itbound unless 
private invesonent rebounds. While government spending in America is still above the level when the recession 
began, it is jobs and real bu-siness investment that have not recovered to their pre-recession levels mows than two 
full years after the recession officially ended. 



PuitiRc \mci -c.sns back to w ork • not taking more from small bosinesscs and suece,ssfui profc»un).itc - 1 > the 
nu'.M etleclne way !o grow federal revenues, instead of increasing marginal t,i\ r««cv how .iboii! ivmiai.cnif 
liiH cring m.irgm.il i jics So encourage business to invest and hire more %vorkcrs'> Or how tboui c ic.fl mg a 2 1 ' 

, ensury :.i\ code K&cJ on rates and a territorial tax regime like our global competiu is” U hy not 

considet .1 ir.iii parens, straight forward retail sales tax that r^teccs the income, busine.ss, payroll, gift an,! death 
t.ixcs .iiid liiul!) climmases much of foe complexity, burden and special imerest pros tsi.-wis ikti comprise otn 
stirent mess o* tax laws. 

II Umci latcs. lor c\,mi|>k>. were accompanied bythe removal of many of the complti.i.cd pnwtsioiis that ha\e 
peer .laded to ilk'tax code- sitkn hecausemarginalrMesaresohigh— we would kick-stan imesiineiiiar.d Hb 
Iie.ision by .>!es>rn.iie sector while nsanrally generating additional tax revenue lo lonct lusuie teJeuI I'lidge! 
sie'kps k eoiisun;piioi)-Ki,scJ t,ix would do foe same. 
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Consider our high corporate tax rate and the teqoiremenl th.«t U.S. companies py that high rate when bringing 
home profits that were earned and taxed ovetseas. We should lower or remove that tax gate to allow an 
estimatoi $1 trillion in stranded profits overseas to flow back into America to fiind new jobs, research, 
biiiidings, and expansions, ft's a free-market stimulus Usat doesn't cost federal money - but rather generates it. 

Msrny of my Democratic colleagues charge that lowering tax rat« would favor the '■rich.” But nearly half of 
American families already pay no federal income to and the top one percent of wage earners already shoulder 
nearly 40% of the income tax burden - the top ten percent over IWn. America already has one of the most 
progressive tax codes in the world and now the highest corporate tax rate among our global competitors. How 
much more should Washington take? 

As for job creation, capital income is subject to multipie layers of taxation in the form of corporate income, 
dividend, and estate taxes. Business taxation is inordinately complex and imposes economic distortions and 
eoitipKance costs that have no offsetting benefit to sodeQr whatsoever. 

Yet, liistorj' proves that lowering the marginal lax rate on capital income increases business investment. In turn, 
more invesSmeni creates new private sector jobs. More investment means higher real wages for .American 
wotkers. This happened in the 1960s and the 1980s and can happen again. 

A common myth has arisen surrounding the so-called Buffett rule. But an analysis by my Joint Econowic 
Committee staff of IRS taxpayer data prove President Obama's campaign assertions to be untrue: high-iacome 
Americans on average pay income tax rates three limes higher than the middle class, more than 60 percent of 
their income is ordinary income not passive invesimem income, and the 400 highest income earners in America 
are not the same people year to year but a constantly changing set of taxpaying Americans. 

That last point is important. For seventeen years - from 1 992 to 2008 - the 400 highest income returns each 
year were comprised of 6.800 returns in total representing 3,672 different taxpayers. Of these taxpayers only 
one-quarter appeared more than once and only 1 5% appeared twice. In any given year, on average, about 39 
percent of the top 400 adjusted gross income returns were filed by taxpayers that are not in any of flie other 16 
yxsars - not any. Only four of the more than 3,000 taxpayers made the top 400 all 17 years. 

That's because America is the land of opportunity. Anyone, anywhere, regardless of your birth or your station 
in life can earn your way into the wealthiest taxpayers in the nation, Mr. President, what's so wrong with that? 
Why are you intent on di viding our nation, pitting one .American against another because of their sua'm? 

Americans who work hard and play by the rales want productive jobs and a fair shot at success. Tliey do not 
want handouts, bailouts, stimulus or temporary make-w ork jobs. They understand that paying taxes is part of 
citizenship. 

Americans should be able to find a good job and be able to make some contribution to the cost of the federal 
government. But for American workers to win in the global economy, American entrepreneurs must risk their 
capital to create the tools that American workers need to succeed. 

If Washington is intent on growing the govemment rather than growing the economy and insists on taxing those 
hardworking taxpayers who supply the opportunities and the jobs at high rates, in the end it is American 
workers who will be worse off, 

I od j.v w e have before us witnesses who are advocates of major tax reforms de.signed to generate revenue for 
the federal government w ith a minimum of economic interference and allowances for very low income 
laniilies. Vfhdi both ideas share is a commitment to reduce the after-tax cost to make job-creating, income- 
producing investments in the United States. And that is what the American economy needs to kick-start the 
engine of job creation. 

1 look fttnvai’d to lie aring the testimony of today’s witnesses. 
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the Greatest Growth for the Money 

November 17,2011 


Chaimian Casey, Vice Chairman Brady, and Members of the Committee, my name is 
Stephen!. Entin. lam President ofthc Institute for Research on the EconomicsofTaxation. Thank 
you for the opportunity to testify today on the subject of tax change.^ that would generate the greatest 
growth for the economy while being affordable for the federal budget 

I hope to address two issues in the hearing title. First, how do various tax changes affect the 
economy, people's employment opportunities, capital formation, and incomes? Second, wlmt arc 
the consequences for the federal budget of various types of tax changes? If we look only at the 
federal budget effects of Sax proposals, and forget about the economic consequences, we will miss 
what is most important — the public welfare ~ and we wilt get the budget numbers wrong. 
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Let me state some important cojtclusions up front: 

• Taxes affect the economy by altering incentive to worit, save, and invest, not by handing out 
money to spend or taking it away. 

• The income tax is heavily biased against saving and investment. 

• The burden of higher taxes on capital forraation falls laigely on labor in the fonn of lower wages 
and hours worked. 

• .increasing the double taxation of corporate income by raising tax rates o.n capital gains and 
dividends would dramatically reduce capital fonnation and wages, and would not raise the expected 
revenue. 

• Keeping the current treatment of gains and dividends while cutting the corporate tax rate would 
raise GDP, employment, and wages. It would increase, not decrease, federal revenue over time. 

• The definition of the tax base (taxable income) is at least as important as the tax rate. Overstating 
business income by undercounting investment expenses (depreciation) leads to less investment and 
lower wages. Expensing is the right approach, and gains revenue over lime. 

• We should not repeat the Tax Refomr Act of 1986, which tried to perfect the "broad-ba.$ed 
income tax"; rather, we should adopt a different tax base that is more neutral in its treatment of 
saving and investment relative to consumption. 

• Higher marginal tax rates on any group, especially those already paying the higltest rates, would 
reduce GDP and .income 
across the board, not just for 
the people paying the initial 
tax bill. 


It is important that 
any tax reform promote 
economic growth, because 
lack of growth is the source 
of lower incomes, higher 
unemployment, and much 
of the current deficit. 
Chart I projects the GDP as 
if it had continued beyond 
2006 at tie trend rate of rtal 
growth since 1950. We arc 
BOW so.me 12 percent below 


Chart 1 Projected Real Gross Domestic Product 
(Real GDP) Falls — And Stays — Below Its Trend 
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that level, due to the recession and the financial industry debacle. CBO does not envision a recovery 
to that trend line in its forecast under current policy. That is a shante, because the lower levels of 
CDP mean lower levels of income and employment for all. CBO assumes reductions in 
unemployment largely by assuming workers become discouraged and leave the tabor force. There 
is more at stake than the federal budget. As for the budget, the shortfall is responsible for about 40 
percent of the deficit. The jump in spending as a share of GDP since the recession adds about 1 3 
percent more. With those two issues resolved, the deficit would be a more manageable 4 percent of 
GDP instead of nearer 8.5 percent. 

Current tax system Is biased against saving and investnient. 

Federal and state tax systems hit income that is saved harder than hjconte used for 
consumption. At the federal level there are at least four layere of pos,sible tax on income that is 
saved. 


1 ) faconw is ta.xed when firet earned (the initial layer of tax). If one uses the after-tax income 
to buy food, clothing, or a television, one can generally eat, stay warm, and enjoy the entertainment 
with no additional federal fax (except for a few federal excise taxes). 

2) But if one buys a Ixmd or stock or invests in a small business with that after-ta.x income there 
is another layer of persona! income tax on the stream of interest, dividends, profits or capital gains 
received on the saving (which is a tax on the "enjoyment" that one "buys” when one saves). The 
added layer of tax on these purchased income streams is the bask income tax bias against saving. 

3) If the saving is in corporate stock, there is also the corporate tax to be paid before any 
distribution to the shareholder, or any reinvestment of retained after-lax earnings to increase the 
value of the business, (Whether the after-tax corporate income is paid as a dividend, or reinvested 
to raise the value of the busine,ss, which creates a capital gain, corporate income is taxed twice — 
Ike double taxation of corporate income.) 

4) If a modest amount is left at death (beyond an exempt amount that is barely enough to keep 
a couple in an assisted living facility for a decade), it is taxed again by the estate and gift tax. 

An additional problem is that depreciation understates costs, overstates income, and 
effectively raises the tax rate on investment returns. Ifepreciation makes businesses wait to claim 
part of the cost of their investment. The delay reduces the value of the write-offs due to the time 
value of money and inflation. 

Real tax reform would end these biases and over-statements or double counting of capital 
income by taking a few key steps. They would fimdamentally shift the to base from "broad-based 
income” to "consumed income" or "cash flow". 
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• Step 1 : Give all savkig the same treatment received by pensions; either defer tax on saving and 
its returns until the money is rvithdrawn for consumption, or tax the saving up front and do not tax 
tlie earnings. 

• Step 2: Adopt expensing instead of depeciation; alteinatively, adjust the depreciation allowances 
tor the time value of money (index unused jwrtionsby an appropriate discount rate) to preseixte their 
present value. 


• Step 3: Tax income in the cotporate sector either at the level of tlsc finii or at the level of the 
sharehokter, but not berth; that is, integrate the corporate and personal income taxes. 

• Step 4: Eliminate the estate tax. 

• Step 5: Move to a temtorial tax system. 

The broad-based income tax was designed by its intellectual godfathers, Professors Robert 
Haig and Henry' Simons, to redistribute income at the expense of thrift and production, not to foster 
economic growth. (Although even Haig and Simons thought the corporate tax on top of the peisonal 
tax was going too far.) Simons acknowledged that his tax proposals would dampen saving and 
reduce GDP. We do not need more of that. Perfecting the income tax by broadening the base by 
double or triple taxing the same income is not the answer to our tax problems. 

There are several less-biased, more growth-friendly tax alternatives, such as the cash flow 
in the Report of the tax President's Panel on Tax Reform — the Bush panel — or the Flat Tax, 
various versions of the USA Tax, or the Bradford "X" tax, or the straightforward inflow-outflow tax 
developed by Norman Ture (available at htip://iret.org''pub/ inflow^ ouiflow.pdf). Real tax reform 
would move to ward one of these systems. Other saving consumption neutral tax systems include 
the VAT and the national sales tax. These are somewhat less visible to the taxpayer, and are more 
of a change from the current system, but are equally less damaging to growth and income. 

How taxes affect the economy: Effects of marginal income tax rates on labor and capital. 

Taxes at the margin on incremental labor and capital force up the cost of labor and capital, 
and reduce the quantity offered and employed. The supply of labor is not very elastic. 
Consequently, much of any tax imposed on labor is borne by the w'orkers. (See Chart 2.) Most 
people must work to have a satisfactory income, and many must confonn their hours of work to the 
requirements of their employers. Moving across national borders is less of an option for labor than 
for capital. (Workers have some choices — to lake or reject overtime, to contribute a second family 
earner to the labor force, how long to vacation, and when to retire.) 

The quantity of capital is more sensitive to taxes than is the quantity of labor. When a tax 
is imposed on capital, the quantity of capital employed falls until the rate of return rises to cover the 
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tax, leaving the after-tax 
return about where it was 
before the tax. The tax is 
largely shifted to users of 
capital and those who w'ork 
with it. (See Chart 3.) 

Capital is easily reproduced 
(elastic supply) and it takes 
a large change in the 
quantity to make much of a 
change in its rate of return. 

As for people's willingness 
to finance capital formation, 
people can always consume 
instead of save, or invest 
abroad instead of in the 
United States, if the rate of 
rettirn on saving and 
investment is driven down 
by rising faxes. 

The size of the 
capital stock and the level 
of invesOnent depend on the 
service price of capital. The 
service price is the before- 
tax rate of reftim that an 
investment most earn to pay 
the taxes owed, cover its 
cost (depreciation), and 
yield a nomal after-tax 
return to its owner. A tax 
increase on capital income 
raises the service price, and 
renders impractical any 
investment projects that 
cannot meet the higher 
sertdee price. A tax 
reduction on capital income lowers the service price, and makes additional investment projects 
possible. 

Each percentage point reduction in the service price of capital increases the capital stock over 
time by about 1,5%, The resulting increase in the productivity of labor increases the demand for 

- 5 - 


Chart 3 Effect of Tax On Desired Capital 
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labor, and i-aises the total wage bill by a rou^ly similar percent. Private sector GDP rises by about 
1 .5%, with about two-thirds going to labor income and about one-third going to capital income, pre- 
tax. Various layers of gcsvernment take a bit over 30% of the increase in income as taxes, a revenue 
gain of about S40 billion to $50 billion a year. Increases in the seivice price have the opposite effect 
on incomes and tax revenues. Failure to account for the changes in GDP tod incomes, particularly 
labor incomes, seriously distorts the estimated revenue consequence of changes in taxation of capital. 

Every tax bill relating to capital income and cost recovery that Congress considers should be 
e,xamined for its effect on the service price of capital. The Joint Committee on Taxation, in 
conjunction with tie Congressional Budget Office, should develop or botrow the software to conduct 
that calculation, and report the result to the Finance and Ways and Means Conmiittees along with 
the (.static) revenue estimate. If the bill increases the service price, it will reduce investment and 
GDP, which will reduce or eliminate the expected revenue from the provision. If tie bill lowers the 
service price, it will raise ODP, which will provide some revenue reflow. If you are comparing two 
tax provisions, and one raises the service price more than the other relative to the amount of revenue 
expected to be raised, then that bill will do more economic damage, per dollar of revenue raised, than 
the other. 

The tax treatment of capital hurts labor. 

The more there is of any one tj^se of factor, the higher will be the productivity and incomes 
of the other factors that work with it and gain from its presence. A tax that reduces the quantity of 
capital lowers the productivity of labor, the demand for labor, and the wages of labor. Labor thus 
bears much of the burden of the lax on capital. (See Chart 4.) Because capital is more sensitive to 
taxation than labor, a tax on capital will have a relatively large adverse impact on the quantity of 
capital, which will then 
cause a, relatively latge drop 
in the niargroal product and 
compensation of labor. 

Consider a small 
trucking company with five 
vehicles. Suppose that the 
rules for depreciating trucks 
for tax puiposes change, 
with the government 
demanding that the trucks 
be written off over five 
years instead of three. The 
owner has had enough 
business to run four trucks 
flat out, and a fifth part 
time. He is barely breaking 


Chart 4 A Smaller Stock Of Capital 
Reduces Wages 
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even on the fifth truck under oM law. It is now time to replace one of the trucks. Under the new tax 
regime, it does not quite pay to maintain the fifth teuck. The owner decides not to replace it, and lus 
income is only slightly affected. But what happens to the wages of the fifth truck driver? If he is 
laid off, who bears the burden of the tax increase on the capita!? 

The differences iti the elasticities of stipply and demand for labor and capital suggest that 
there is an economic advantage to moving away fiom the so-called broad-based income tax, which 
taxes income used for saving and capital formation wore feow'fy than income used for consumption, 
to various taxes that are saving-consumption neutral. 

Several studies in the economic literature illustrate that a zero tax rate on capital income 
would raise the after-tax income of labor, in present value terms, even if labor must pick up the tab 
for the lost tax revenue.' Productivity and wages would be higher (Chart 4 in reverse), leaving 
workers with higher gross wages and more after-tax income. 

Simulating tax increases on upper income taxpayers. 

Under current law', the two top tax rates of 33% and 35% will revert to 36% and 39.6% in 
2013. The top ISS'o tax rate on capital gains will revert to 20%. The top tax rate on dividends, now 
linked to the capital gains rate, will revert to ordinary income tax rates. At the same time, the health 
tefonn act will impose a 3.8% tax on capital income, effectively extending a Medicare-related 
payroll tax to capital income for the first time. The two top brackets begin fairly close to the often- 
mentioned thresholds of $250,000 for joint filers and $200,000 for single filers w'ho are to be 
subjected to higher taxes as a deficit reduction measure. The President has recommended extending 
the 2001 and 2003 tax cute for lower income brackets. It seems likely that the link between the 
dividend and capital gains rates may also be extended. 

1 have run five potential variations of the pending tax increases on upper income taxpayers 
through a simple mode! of the economy and a tax calculator geared to 2008 income levels.'^ The 
results are displayed in Tables 1 and 2. The model is driven by the effect of the tax changes on 
marginal tax rates on labor income and on the service price of capital. Raising the top tax rates on 
capital gaitus and dividends would have a very significant effect on GDP, enough to eliminate any 
projected revenue gains. Raising the tax rates in the top two tax brackets would also have a 
significant effect, although not as great as an increase in capital gains and dividend taxation. The 
top rate increases would lose about 40 percent of the anticipated revenue, 

• Case 1 ; Raise the top Sax rates on ordinary income to 36% and 39.6%. Leave the top tax rates on 
capital gains and dividends at 15%. 

Tills tax increase on wages, interest, and non-corporate business income would knock half 
a percent off private sector output and labor income across the board (not just in the upper ta.\ 
brackets), and cut a percent off the capital stock. The service price rises primarily for non-corporate 
businesses. (See Table 1 ). The reduced income and economic activity would reduce federal revenue 
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T^LEI 

EFFECT OF RAISING TWO TOP TAX RATES ON GDP, CAPITAL STOCK. LABOR 
INCOME, SERVICE PRICE, AMO FEDERAL REVENOE 
(Effects and revenue estimates are modeled at 2000 income levels.) 


Tax options for two top brackets 

1» 

2* 

3* 

4* 

5* 

6DP 

-0.47% 

-1.19% 

-1.63% 

-6.09% 

-2.10% 

Private sector GDP 

-0.50% 

-1.23% 

-1,71% 

-6.33% 

-2.18% 

Capital stock 

-1.05% 

-3.24% 

-4.20% 

-15.68% 

-5.68% 

Wages 

-0.26% 

-1.01% 

-1.25% 

-5.04% 

-1.79% 

Hours worked 

-0.25% 

-0.22% 

-0.47% 

-1.36% 

-0.40% 

Service price 

Corporate 

-0.02% 

3.00% 

2.95% 

15.12% 

S.36% 

NotKorporate 

1.90% 

-0.09% 

1.79% 

1.54% 

-0.16% 

Total 

0,55% 

2.08% 

2.60% 

11,09% 

3.72% 

Static revenue ($ billions) 

$37.7 

$38,0 

$75.9 

$100.1 

$66.3 

Dynamic revenue ($ billions) 

S22.5 

$0.4 

$22.8 

-$98.7 

-$1.1 

% revenue loss to economic change 

-40.2% 

-98.9% 

-69.9% 

-198.6% 

-101.6% 

GDP loss per $ of revenue gain 

$3.01 

$418.66 

$10.33 

N/A** 

N/A** 

Cost of $1 of govt, spending 

$4.01 

$419.66 

$11.33 

$880.67 

304.05 


;* Tax options: 

1 : Raise top tax rates on ordinary income to 36% and 39.6%. 

Leave top tax rates on capital gains and dividends at 1 5%. 

12; Leave top tax rates on ordinary income at 33% and 35%. 

Raise top tax rates on capital gains and dividends to 20%. 

3: Raise top fax rates on ordinary income to 36% and 39.6%. 

Raise top tax rates on capital gains and dividends to 20%. 

4: Raise top tax rates on ordinary income to 36% and 39.6%. 

Raise top rates on capital gains to 20%; tax dividends as ordinary income. 
5: Leave top lax rates on ordirrary income at 33% and 35%. 

Raise top tax rates on capital gains and dividends to 23.8%. 

** Tax rate increase depresses GDP to the point of losing revenue. 
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TWM.E2 

EFFECT OF INCREASES IN TOP TWO TAX RATES ON MARGINAL TAX RATES 

BY TYPES OF INCOME f20i1 tax rates at 2008 Income levels} 



Federal Marginal Tax Rates on; 

2011 rate 

Alternative 

Point Incf. 

% Increase 

AGl 

22,76% 

23.43% 

0.66% 

2.92% 

Wages 

21.71% 

22.10% 

0.39% 

178% 

OivtdentJs 

12.28% 

12.28% 

-0.01% 

-0.05% 

Interest Income 

23.41% 

24.42% 

1.01% 

4.31% 

Business Income 

27.44% 

29.41% 

1.97% 

7,17% 

Long-term CajSilal Gains 

13.48% 

13.46% 

-0.02% 

-0.16% 

-Case 2* 

Federal Marginal Tax Rates on; 

2011 rate 

Alternative 

Point Incf. 

% Increase 

AGl 

22.76% 

22.64% 

-0.12% 

-0.51% 

Wages 

21.71% 

21.56% 

-0.16% 

-0.72% 

Dividends 

12.28% 

14.90% 

2.61% 

21.28% 

Interest Income 

23-41% 

23,40% 

•0.01% 

-0.04% 

Business income 

27.44% 

27,37% 

-0,08% 

-0.28% 

Long-term Capital Gains 

13.48% 

16.72% 

3.23% 

23.98% 

Case 3* 

Federal Marginal Tax Rates on: 

2011 rate 

Alternative 

Point Incr. 

% Incroase 

A61 

22.76% 

23,30% 

0.54% 

2.37% 

Wages 

21.71% 

21.96% 

0,24% 

1.12% 

Dividends 

12,28% 

14.87% 

2.58% 

21.02% 

Interest ineome 

23,41% 

24.38% 

0,97% 

4,14% 

Business Income 

27.44% 

29.32% 

1,88% 

6.84% 

Lortg-teim Capital Gains 

13.48% 

16.66% 

3.17% 

23.54% 

Case 4* 

Federal Marginal Tax Rates on; 

2011 rate 

Alternative 

Point Incr. 

% Increase 

AGl 

22.76% 

23.10% 

0.34% 

1.50% 

Wages 

21.71% 

21.46% 

-0,26% 

-1.18% 

Dividends 

12-28% 

27.06% 

14.78% 

120.29% 

Interest Income 

23.41% 

25.01% 

1.60% 

6.83% 

Business Income 

27.44% 

29.14% 

1.69% 

6,17% 

Long-term Capital Gains 

13.48% 

16.73% 

3,25% 

24.09% 

* Tax options: 

1 : Raise top tax rates on ordinary income to 36% and 39.6%, 

Leave top lax rates on capital gains and dividends at 15%. 

2: Leave top tax rates on ordinary income at 33% and 35%. 

Raise top tax rates on capita! gains and diwdends to 20%, 

3; Raise fop tax rates on ordinary income to 36% and 39.6%. 

Raise top tax rates on capital gains and dividends to 20%. 

4: Raise top tax rates on ordinary income to 36% and 39.6%. 

Raise top rates on capital gains to 20%: tax dividends as ordinary income. 
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from all types of taxes by about 40% of the expected static revenue gain. The loss of GDP and the 
tax paytnent to the goventment would cost the public $4 for each $ 1 collected in tax. Govemnwnt 
spending funded in this manner must be worth a great deal more than its apparent budget cost of $ 1 
tojiistify the outlay. The marginai tax rate increase on non-corporate business income is particularly 
high. {See Table 2.) 

• Case 2: Leave the top tax rates on ordinaiy income at 33% and 35%. Raise the top tax rates on 
capital gains and dividends to 20%. 

This is a tax increase that falls very hard on capital, and on the sector where the tax is 
doubled up at the business and shareholder level. It is particularly hard on growth and employment. 
The tax increase on capital gains and dividends would lower private sector output by 1 .23%, and trim 
labor income across the board (not just in the upper tax brackets) by the same amount It would 
reduce tie capital stock by 3.24%, mainly by increasing tie service price in the coiptrate sector. 
(See Table 1). The reduced income and economic activity would reduce federal revenue from all 
types of taxes by almost 99% of the expected static revenue gain; that is, it would raise virtually no 
revenue while costing income and jobs. The loss of GDP and the tax payment to the government 
would cost the public $420 for each $ 1 collected in tax. Nothing the government buys is worth that 
much. The marginal tax rate increase on dividends and capital gains is very large. (See Table 2.) 

The 1 5% top tax rate on capital gains and dividends is a step toward fundamental tax refonn. 
It may be thought of as mitigating the double taxation of corporate income. Alternatively, it may be 
viewed as ofl'setting some of the basic income tax bias against saving, in effect extending to more 
saving about half of the tax relief given under Roth iRAs. 

The tax on capital gains is a double tax even for the non-corporate sector. The current value 
ofa share of stock or a non-corporate business is the present (discounted) value of its future after-tax 
earnings. If for any reason (reinvested earnings, discovery of a better mousetrap, etc.) future earnings 
are expected to rise, the current value of the business or price of the stock will rise. If the future 
income does ri.se, that added income will be taxed when earned. To also tax the associated increase 
in the present value of the busine.ss is to double tax the future income. 

• Case 3; Raise the top tax rates on ordinary income to 36% and 39.6%. Raise the top tax rates on 
capital gains and dividends to 20%. 

Combining the first two cases makes the G DP and job destruction worse. Output and income 
are down i.7% in the private sector. About 70% of the expected revenue is lost. A dollar of 
government spending costs the eountiy about $1 1 in lost income and tax payments. 

• Case 4: Raise the top tax rates on ordinary income to 36% and 39.6%. Raise the fop rates on 
capital gains to 20%; tax dividends as ordinary income. 
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AUowiag rbe tax rate on dividends to revert to ordtaaiy income tax »tes raises the marginal 
tax rate by 120%. (See Table 2.) It ^eatly increases tfse service price and the damage to the 
economy compared to keeping the dividend tax in Hne with the tax rate on capital gains at 20% as 
other rates rise (case 3). The drop in GDP and labor income would be about 6%. The capital stock 
would fall more than 1 5%, This economic damage would offset nearly 200% of the expected static 
revenue; that is, revenue would fall instead of rise, and by a large amount. 

• Case 5: Leave the top tax rates on ordinaty tocome at 33% and 35%. Raise the top tax rates on 
capital gains and dividends to 23 .8%, including the health reform tax on capital gains and dividends. 
(The tax increase on interest income from the health reform fax was not modeled.) 

This case goes beyond the increase in the capital gains and dividends tax rate in case 2 due 
by adding the 3.8% tax imposed by the health care reform act. It would further reduce GDP by anti 
labor income by about 0.9% compared to case 2. The added economic damage would fully eliminate 
the projected revenue gain from the two capital tax increases. 

Other tax increases on upper-mcome earners are possible. One could add another tax bracket 
beginning at higher incomes than where the current top rate begins, perhaps a inillion dollars for a 
true ’'millionaire's surtax” or some lower figure. That would require a decision as to whether that 
number should be SI inillion for single filers and $2 million for couples, or the same for both, 
continuing the marriage penally that still exists in the upper brackets. In any case, narrowing the 
income range subject to higher tax rates would require raising the tax rate even more to make up for 
tlie reduced amount of income subject to the higher tax. That would make the economic damage 
more intense, destroy more jobs, lower wages further, and cause even more of the expected static 
revenue gains to be lost. 

Payroll taxes, the personal exemption, and the standard deduction. 

The cuirent and proposed temporary payroll tax holidays should have a minor effect on GDP 
because business investment is slow and the demand for labor is weak. Even if die payroll tax were 
reduced permanently, it would have limited effect on the GDP because the supply of labor is rather 
inelastic. Increases in the personal exemption and standard deduction have limited effect on 
marginal tax rates and GDP. They lower the tax on additional income only if they drop a taxpayer 
from one tax bracket to another, or off the tax rolls entirely. None of these tax reductions boost 
"demand" and consumption spending in the aggregate because the government has had to boirow 
additional money to cover the reduction in revenue, reducing other private sector spending. There 
are no initial or first order Keynesian demand effects from a tax cut or government spending 
increase. There are no magic "multipliers". Demand rises only if output and income rise first due 
to increased productive activity incentivized by higher expected after-tax returns to labor and capital. 

Table 3 shows three additional model runs (Cases 6-8), a 2% and 4.1% reduction in the 
payroll tax, and a 1 0% increase in the personal exemptions and the standard deduction. The payroll 
tax cuts return only about ! 3% of their static revenue cost through economic growth. The exemption 
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Tables 

EFFECT OF CyTTlNO PAYROtl. TAXES W40 fWSING PERSONAL 

EXEMPTION ANO ST#«DAROOEDUCTJON ON GDP, CAPITAL STOCK, 

LABORINCOME, SERVICE PRICE, ,AND FEDERAL REVENOE 
{Effects and rewnue estimates are modeled at 2008 Income levels.) 


Tax options 

6* 

7. 

8* 

GOP 

0.64% 

1.31% 

0.10% 

Private sector GDP 

0.73% 

1.49% 

0.11% 

Capital stock 

0.67% 

1.40% 

0.15% 

Wages 

• 0 . 03 % 

41.04% 

0.02% 

Hours worked 

0.75% 

1,54% 

0.10% 

Million Jobs 

1.06 

2.15 

0.14 

Service price 




Cof|»fate 

0.06% 

0.09% 

-0.02% 

Non-corpomto 

0.05% 

0.11% 

-0.09% 

Total 

0.06% 

0.09% 

-0,04% 

Static revenue ($ billions) 

$147.2 

4301.7 

414.0 

Oynamic revenue ($ billions) 

$127.2 

4262.4 

-$10.7 

% revenue regained from economic change 

13.6% 

13.0% 

23.9% 

GDP gain per $ of net revenue loss 

$0.73 

S0.72 

$1.40 

Cost of $1 of govt, spending 

S1.73 

S1.72 

$2.40 


• Tax options: 

6: Cut payroll tax 2% (reflects 201 1 reduction) 

7 : Cut payroll tax 4.1% (reflects recent proposal) 

8: Raise personal exemption and standard deduction 10% 


and deduction change returns about 24%. Tlie GDP increases are quite small, especially compared 
to the high static and dynamic revenue costs of reducing taxes in this manner. For example, the 
4. 1 % payroll tax cut, (Case 7) costs S302 billion on a static basis (at 2(X)8 income levels) and raises 
GDP by 1.3%, regaining 1 3% of the revenue, leaving a dynamic cost of $262 billion. Compare diat 
to a static cost of only $38 billion, for keeping the 1 5% caps on the tax rate on capital gains and 
dividends instead of letting them ri.se to 20%, which generates nearly the same additional GDP, but 
which retum.s all of the revenue on a dynamic basts after economic growth (Case 2). 
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Table 4 

EFFECT OF EXPENSING FOR EQUIPMENT AND 
CUTTING THE CORPORATE TAX RATE ON GDP, CAPITAL STOCK, 
LABOR INCOME, SERVICE PRICE, AND FEDERAL REVENUE 
(Effects and revenue estimates are modeled at 2008 Income levels.) 


Tax options 

9* 

10* 

11* 

12* 

GBP 

2,71% 

2.33% 

2.26% 

2.05% 

Private sector GDP 

2.81% 

2,41% 

2.34% 

2.13% 

Capital stock 

7.64% 

6.64% 

6.34% 

5.75% 

Wages 

2.29% 

1.97% 

1.91% 

1.74% 

Hours worked 

0.51% 

0.44% 

0.42% 

0.38% 

Million jobs 

0,71 

0.61 

0.59 

0.54 

Service price 





Corporate 

-5.56% 

-S.58% 

-S.58% 

-4.94% 

Non-corporate 

-1.94% 

0.17% 

0.17% 

0.15% 

Total 

-4.49% 

-3,87% 

-3.87% 

-3,43% 

Static revenue ($ biiorrs) 

-34.2 

-20.2 

-51.6 

-46.5 

Dynamic revenue ($ billions) 

48.7 

51.3 

19.1 

17.7 

% revenue regained from economic charjge 

243% 

353% 

137% 

138% 

GDP gain per $ of net revenue loss 

n.a.” 

n.a." 

n.a." 

n.a."* 

Cost of SI of govt, spending 

n.a." 

n.a." 

n.a." 

n.a.” 


* Tax options: 

9: 100% expensing of equipmetil for all businesses 
10: 100% expensing of equipment for corporate sector only 
11: out corporate tax rate to 25% 

12: cut corporate tax rate to 26% to approx, domestic production credit 
** Tax rate decrease raises GDP to the point of gaining revenue. 


Expensing and corporate tax rate reduction 

Table 4 displays the effect of altering expensing and the corporate tax rate. 

• Case 9: The current provision for 100% expensing of equipment would raise GDP by 2.7 1% over 
lime, if made permanent. Its static revenue cost of $34 billion would be converted to a dynamic 
revenue gain of $49 billion, a 243% reflow of revenue (at 2008 income levels). It focuses the tax 
reduction on newly acquired capital equipment, and is of particular interest to new or tapidly 
growing businesses. Eventually, all capital is replaced, so even established businesses gain as their 
stock of equipment rolls over. 
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• Case 10; The corporate sector's share of fte expensing provision would boost GDP by 2.33%, or 
about 86% of the total expensing provision. Its static cost is $20 billion. Grorvth returns akmtt $7 1 
billion, or 353% of tie static cost, for a net gain of $51 billion. 

• Case 1 1 : A reduction in the coiporate tax rate to 25% would generate a 2,26% rise in GDP, about 
the same as the corporate expensing provision. It would have a higher static cost, about $52 billion, 
generate a similar $7 1 billion dollar reflow, or 137% ofthe static cost, and net the government a gain 
of S W billion. The higher static cost is due to the application of the lower corporate tax rate to 
returns on existing capital as well as new capital. This approach favors established or slow growing 
businesses, or those with more investment in stnictures than equipment. 

• Case 12: Part ofthe current coriioratc tax rate is offset by the manufacturer's deduction which 
reduces the effective top rate to 32.85% on eligible production. We approximate the effect of the 
cutting the corporate tax rate but eliminating the manufacturers' deduction in partial exchange by 
modeling a rate cut to 26% (instead of 25%). GDP would rise 2.05yo, with a static cost of $47 
billion and a dynamic gain of $ 18 billion. 

Giving up corporate expensing in exchange for a lower coiporate tax rate in the range shown 
would yield similar GDP effects, but cost more revenue. It might please established businesses in 
the short run, but would not be as focused on rapid growth. Tlte trade should not be necessary, 
because neither provision costs revenue after growth effects are considered. If Congress insists on 
relying solely on static revenue e.stimates, a lower short term revenue impact might be had by 
phasing in the corporate rate cut. If expensing must be altered, it could be replaced by a "neutral cost 
recovery system" in which the deferred portions of the depreciation write-off are augmented each 
year by an appropriate interest rate, such as inflation plus the long term real return on capital of about 
3%. The present value of the deductible business costt for the investment would be pre.served at 1(X) 
cents on the dollar. 

Response of the economy to changes in the sciwice price. 

Historically, tax changes that lower the sendee price of capital have a major impact on 
investment, employment, and output. Taxes that have little or no effect on investment incentives do 
far less. Marginal tax rates on labor and other income matter as well, but are less powerful due to 
the relatively low labor supply elasticity. Taxes that are not at the margin, or not much at the margin, 
such as the 1975 Ford tax rebate, the 2001 rebate-like refund reflecting the 10% tax bracket, and the 
more recent stimulus rebates, make little difference to production and employment. 

Chan 5 tracks the effect ofthe 2001 and 2003 tax cuts on GDP. There was a very stow 
"Jobless recovery" from the 2000-2001 recession in the first two years after the 2001 tax reduction. 
The marginal rate cuts were phased in so slowly that there was little initial incentive effect. It was 
no! until the 2603 tax cut that there were significant incentives for saving and investment. In that 
year, the capital gains and dividend tax rates were reduced to 15%; exijensing, introduced in 2002 
at 30% of equipment; spending, was boosted to 50% of equipment outlays; and the rest of the 
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marginal tax rate cuts were 
brought forward. Estate tax 
relief helped too. After 
2003, investment in 
equipment rose rapidly, ant! 

Job growth accelerated. 

Tie 'Tax Beform Act of 
1986(TRA86) 

TRA86 raised the 
net tax at the margin on 
capital and reduced it for 
labor, Oii balance, it 
slightly reduced potesitial 
output. (Chari 6 .) 'The bill 
would hav'e been a modest 
positive for the economy if Congress had followed the Treasury reform plan as submitted, but it did 
not Treasury had recommended indexation of depreciation allowances for inflation. That wotiM 
have helped to reduce slightly the required service price or "hurdle rate of retam" that capita! must 
cam in order to be a feasible investment, in spite of longer assets lives and repeal of the investment 
tax credit under the bill. 

Congress dropped the 
indexing provision, and the 
hurdle rate went up, 
discouraging investment. 


TRA86 cut the 
corporate rate 12 points 
from 46% to 34%, but 
offset about half that 
reduction by eliminating 
provisicms that were already 
mitigating some of the 
corporate tax at the margin 
(loophole and preference 
closings). TRi\86 cut the 
top individual tax rates from 
50% to 28%, with a 33% 

Rite bubble So recapture the 
benefits of rates below 28%. 

These cuss lowered the top tax rate on dividends to 28% or 33%. However, TRA86 also saised the 
lop sax rales on capital gains from 20% to 28% or 33%. TRA86 raised taxes on capital in other 
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Chart 6 Change in GDP Due To TRA-86 
During Second Reagan Administration 
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ways. It eliminated the investment tax credit. It switched from ACRS (accelerated cost recovery 
system) to MACRS (niotlifled ACRS), with ion^r asset lives, especially for tong lived structures, 
which went Ifom 3 ! .5 years 
to 39 years. Passive loss 
rules were tightened on real 
estate, sad upper income 
tiwpayers were limited in 
their access to IRAs. 

TRA86 is not a good model 
for creatiEg a pro-growth 
ftmclantental tax reform. It 
moved away from a neutral 
tax base toward a more- 
inclusive and more attti- 
investment version, of the 
broad-based income tax. 


Wyden-Coats 

The Wyden-Coats 
bill (formerly Wyden- 
Gregg) and the Bowles- 
Stopson Commission emulate TRA86. They would cut tax rates on businesses in exchange for 
higher tax rate.s on capital gains and dividends, and much slower tax depreciation of plant, 
equipment, and structures. They arc heavier on the penalties and lighter on the rate reductions than 
TRA86, and would do even 
more dMna.ge to G,D:P and 
emp,!oymettt. They cut 
taxes where the growth 
benefits are small, and on 
balance raise taxes where 
the adverse effects are large. 

Wyden-Coats, in 
particular, w’ould revert to 
asset lives of the old 
Guidelines system from 
1961, but make them even 
worse with straight line 
depreciation instead of 
double declining balance. 

The bill would raise the tax 
on capital gains and 


Chart 8 Revenue Reflow (Percent Of Loss 
Recovered or Gain Lost) Estimated for 
Wyden-Coats Tax Proposal 



Total Individuiil CG, DIv, Depmo. fntemst Non- 
Marginal Corp Rates 0 ikI 

Rates 

Source; Calcuiations by author 
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dwidends from a maximum of 1 5% to 22.75%. Expensing would end for large firms doing most of 
the nation's investment. Businesses would not be allowed a deduction for the inflation portion of 
their interest costs, tat lenders would be taxed on the full amount of interest received. The bill 
would increase the standard deduction to 2.5 times its cmront level Tlie top individual rate would 
remain at 35%. The graduated corporate tax rates with a top rate of 35 % would be replaced by a flat 
24% rate. The depreciation changes and the higher tax rates on capital gains and dividends would 
mate the bill a strong negative for the economy, in spite of the rate cuts and enlarged standard 
deduction. The seivice price would soar 11%. The ultimate drop in GDP would be 4.32%. Astatic 
revenue increase of $33 billion would turn into a levenne loss of $105 billion. (Charts 7 and 8.) 

Eesponse of capital gains realbattons to higher tax rates. 

The revenue estimates tied to changes in the capita! gains or dividend tax rates described 
above are based on the effect of the tax changes on economic perfonnance. The following table 
deals with a different issue: how do changes in the capital gains tax affect the rate at which people 
choose to take gains. It offers additional support to the warning that raising these tax rates may lose 
revenue rather than gain revenue. 

Table 5 is from the Department of the Treasury, Office of Tax Analysis. It displays the 
amount of capita! gains realized and the tax paid in dollars, the average effective tax rate, realized 
gains as a percent of GDP, and the maximum tax rate on long-term gains from i954 to 2007. The 
number’s cover all tyfpes of capital gains, including those on real estate, corporate stock, non- 
corporate businesses, bonds, and other assets. The maximum rate includes adjustments for 
exclusions, surcharges, the minimum tax and alternative minimum tax, and the phase-out of itemized 
deductions as income rises. These are features of the tax code that have been in place at various 
times. 


There have been four major reductions and two major increases in the capita! gains tax rate 
since 1968. 

The Johnson surtax and increases in the Minimum Tax under Nixon and Ford raised the top 
tax rate on long term gains from 25% in 1967 to nearly 40%. Realizations fell from over 3% of GDP 
in 1967-69 to about 2% of GDP in 1974-78. The Steiger Amendment The Steiger Amendment 
lowered the top tax rate most commonly found on long tenn capital gains in mid- 1978, from just 
under 40% to 28%. It eliminated capital gains as a preference item under the minimum tax and 
created a 60% exclusion of long term gains from taxable income. Realizations w'ere 2.20% of GDP 
in 1978, and rose by about a fourth to between 2.58% and 2.86% of GDP in 1979-1981. The 
Economic Recovery Tax Act of 1981 reduced the top rate to 20% in the spring of that year. 
Realizations were 2.77% of GDP in 1982, rising to 3.47% in 1983 and 4.08% in 1985. 

The longest and most interesting change occurred following the Tax Reform Act of 1986, 
which raised the top capital gains tax rate from 20% back to 28%. The rate hike was effective 
January 1, 1987. To beat the 1987 rate hike, asset holders realized a large amount of capital gains 
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Table 5 

Capital Gains and Taxes Paid on Capital Gains 
for Returns with Positive Net Capital Gains, 1954-200S 
(dollar amounts in millions) 


Year 

Total ReaUzetl 
Capital Gains 

Taxes Paid on 
Capital Gains 

Average 
Effective Tax 
Rats {percenO 

Realized Gains 
as a Percent of 
GDP 

Maximum Tax 
Rate on Long- 
Term Gains 

19S4 

7 157 

1.010 

14.1 

i.m 

2500 

195S 

‘isai 

1.405 

14.8 

2,38 

25.00 

1t66 

'^.633 

tMZ 

14.5 

2.21 

25.CM5 

1957 

3 HO 

1,115 

13.7 

1.76 

2S,.0O 

19S5 

9.44?) 

1.^ 

13.9 

2-02 

25.00 

19-59 

13.137 

1.920 

14,6 

2.59 

25.00 


f1J4? 

1.687 

14.4 

2.23 

25,00 

mi 

16 001 

2.481 

15.S 

2.93 

2S.00 

m2 

13.4S1 

1,954 

14.5 

2.29 

2500 

1S63 

14,579 

2.143 

14.7 

2.36 

25-00 

1964 

17,431 

2.482 

14.2 

2.62 

25.00 

ms 

21.484 

2.m 

14.0 

2,9S 

2500 

1966 

21.348 

2,m 

13.0 

2.T0 

2S.OO 

196? 

27,535 

4.112 

14,9 

3.30 

25.00 

196S 

35,607 

5.943 

16,7 

3.91 

26.90 

1969 

31,439 

5.275 

16.8 

3.19 

27.50 

1970 

20.848 

3.161 

15.2 

2.01 

32.21 

1971 

28.341 

4,350 

15.3 

2.51 

34.35 

1972 

35.859 

5708 

159 

2.89 

36.50- 

1t73- 

35.767 

5366 

150 

2,58 

36.50 

1974 

30.21? 

4.253 

14.1 

2,01 

36.50 

1975 

30.903 

4.534 

14.7 

1.89 

38., SO 

1975 

39.492 

6.621 

16.8 

2.17 

39,875 

1977 

45,338 

8.232 

18.2 

2.23 

3-367.S 

197S 

50,52$ 

9.104 

18.0 

2.20 

39.S7S/33.85 

1W9 

73,443 

11,753 

16.0 

2,86 

28.00 

1990 

74132 

12,459 

16.8 

a.«5 

28., 00 

m\ 

80.938 

12.852 

159 

2.58 

28.0Q?20.00 

im 

90,153 

12.900 

14.3 

2.77 

20.00 

1983 

122,773 

18,700 

152 

3„4r. 

20,00 

im 

140.S00' 

21,453 

15.3 

3.57 

20.00 

1885- 

171,985 

26.460 

154 

4, .08 

20.00 

1986' 

327 J2S 

52.914 

16.1 

7.36 

2a.:00 

1987 

148.449 

162.592 

33.714 

227 

3.13 

2Bm 

1988 

35866 

23.9 

3.18 

28.0D 

1989 

154,040 

352^ 

22:9 

2.81 

28.00 

1990 

123783 

27,829 

225 

2.13 

28.00 

mt 

111,592 

24,903 

22.3 

1,86 

28,93 

m2 

126,692 

28,983 

22.9 

2.00 

28,93 

1993' 

152.253 

36,112 

237 

2.29 

29.19 

1994 

152J27 

38.243 

23.7 

2.17 

29.19 

1996- 

180.130 

44.254 

24,6 

2,43 

23.19 

1998 

260.696 

66.396 

25.S 

3,.34 

■29.19 

1907 

364,829 

79,305 

21-7 

4.39 

29.1W2IJ9 

199® 

455,223 

89.063 

19.6 

5.18 

21.19 

1309 

552.608 

111.821 

20.2 

5.96 

21.1.9 

2000 

644.28S 

127,297 

19.8 

6.56 

21.19 

2001 

349.441- 

65668 

18.8 

3,45 

21.17 

2m. 

268,615 

49.122 

18.3 

2,57 

2'tJ6 

2003 

323.306 

51.340 

159 

2.95 

21.0S'18}5 

2004 

499,154 

73.213 

14.7 

4.27 

16.05 

2005 

emi52 

102.174 

14,8 

5.46 

16 05 

200$ 

798,214 

mjm 

14.8 

5.96 

15 

2007 if 

924.164 

137,042 

14.8 

6.66 

15 ro 


oi Ih't? Tfsamriy Janua'v H, 2010 

Offset of Tas Analysis 

1 / Pf6li«isna?y estirnale, su^ecl to r&vis>oo. 
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in the last months of 1986. Realizations surged from 4.08% of GDP in 1985 to 7.36% in 1986. 
There was a subsequent drop in realizations in 1987, to 3.13% of G13P. 

This two-year rise and fall could have been due to a simple timing shift, moving gains 
from 1987 to J986. However, gains remained depressed as a share of GDP for a decade. 
Realizations continued falling to L86% of GDP in 1991 (a recession year), and struggled back 
only to J.Sd'/o of GDP in 1996, still below the 1985 share. Gains did not recover their 1985 
share of GDP until 1997, when the capital gains fax rate w'as again reduced to 20 % by the 
Taxpayer Relief Act of 1997, effective as of May 8th of that year. This episode of a decade-long 
depression in realizations and tax revenue simply cannot be dismissed as either short-term timing 
or a fluke. 

Following the 1997 rate cut to 20%, realizations remained elevated until the dot.com 
slock market cta,sh and economic recession in 2001. The Jobs and Growth Tax Relief 
Reconciliation Act of 2003 reduced the top rate from 20% to 15%. Realizations ro,se from 2,95% 
of GDP to 4.27% in 2004 and to 6.56% in 2007. In each of these years, government revenue 
estimators imder-estimaiet! the rise in the gains and the duration of the increase, and had to revise 
their projected gains and revenues up in each new year's budget work. Gains have undoubtedly 
swung widely since the latest recession and stock market crash in 2008. 

Treasury, CBO, and Joint Tax Committee revenue estimators acknowledge and try to take 
account of short run timing effects of tax rate changes in their capital gains revenue estimates. In 
all these historical cases, however, there appears to have been a longer term response to the lower 
rates, in addition to a short-run unlocking event after a rate cut or a timing shift in anticipation of 
a rate hike. This thirty year period indicates that people hold assets longer, and take fewer gains 
over time, at hitter capital gains tax rates than they do at lower rates. This is a permanent 
realizations effect that government revenue estimators should take into account. 

Competitiveness 

The United States is part of the global economy. To be competitive, it needs to be a good 
place in which to produce goods and services. One of the requirements is a tax system that is not 
anti-investment and anti-growth. Tax differentials matter. Consider two cases. 

In 1988 and 1990, Japan mimicked the U.S. 1986 tax reform. It had been exempting 
interest on most savings from tax, and did not tax capital gains. In the reform, it endetl the tax- 
exempt interest for people below retirement age, and implemented a capital gains tax. Rate cuts 
were not sufficient to offset the raise in the service price. Japan also raised a national property 
ta.x on real estate. The tax increases pricked the stock and real estate "bubbles" and rendered the 
banking system insolvent. To this day, Japan regards its troubles as a banking problem, not 
realizing that it was triggered by a misguided move toward a more comprehensive income tax. 
The result has been a twenty year depression. Japan continues to have the highest corporate tax 
rate in tie developed world. 
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The People's Republic of China has taken ttie opposite approach. It has a 25% corporate 
tax rate, and relies on a VAT for the reniafader of its national government income. The VAT 
incoiporates expensing. The income tax is reservwl for the provinces. Capital gains on Chinese 
shares are not taxed, nor is bank interest. There is no estate tax. The Chinese tax system is 
closer to a consumed-inconie or savmg-cons«mption»neutral tax base than to a broad-based 
income tax. China is lifting hundreds of milUoiw of people out of poverty. The Chinese tax 
system has some other drawbacks, its state-supported industries absorb too much of its 
investment, aid lack of secure property rights and personal freedoms are troubling. But the 
growth of the Chinese economy in recent yeais has been remarkable, especially compared to the 
stagnation in Japajj. 

ConclusioB 

The nation needs a change to a better tax system with a better ta.\ tose more neutral in its ■ 
treatment of saving and investment. If the Congress is not able to provide that, it should extend 
the ciinent tax cuts and stick entirely to spending cuts for deficit reduction. 

Tax cuts that reduce the biases in the income tax against saving and investment give the 
most "bang for the buck". Tliese include expensing or some form of neutral cost recovery for 
depreciable assets, followed by cute in the corporate tax rate and elimination of the estate tax. 
Tliese cuts would not cost revenue after growth effects are factored in. Reductions in the top tax 
rates for individuals rank next. About 40% of their revenue loss would be recovered. Far less 
growth and revenue reflow is achieved by increases in personal exemptioas or the standard 
deduction, or cuts in the payroll tax. 


Endnotes 

1 . Martin Feidstein, "Incidence of a Capital Income Tax in a Growing Economy with Variable Savings 
Rates," The Review of EconomicSitidies, 4 1 (4), 1 974, pp. 505-5 1 3. Christophe Chamley, "Optimal Taxation 
of Capital Jncon« in General Equilibrium with Infinite Lives," Economelrka, 54, May 1986, pp, 607-22. 
Kenneth L. Judd, "Redistributive Taxation in a Simple Perfect Foresight Model,” Journal of Public 
EctmamicS; 28, October 1985, pp. 59-83. Also, see Kenneth L. Judd, "A Dynamic Tljeory of Factor 
Taxation," American Economic Review, 77, May 1 987, pp. 42-48; H. Greg Mankivv, "The Savers-Spenders 
Theory of Fiscal Policy," American Economic Review, 90(2), 2000, pp. 120-125; and Casey B. Mulligan, 
"Capital Tax Incidence; First Impressions from the Time Series,” NBER Working Paper 9374, National 
Bureau of Economic Research, Cambridge, MA, December 2002, Andrew Atke-son, V.V. Chari, and Patrick 
J. Kehoe, "Taxing Capital Income; A Bad Idea," Federal Resenie Bank of Minneapolis Quarterly Revmv, 
Vol. 23, No. 3, Summer 1999, pp. 3-17, 

2. The tax calculator was provided courtesy of Gary Robbins of the Heritage Foundation Center for Data 
Analysis, who also assisted with modeling advice. 
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TESTIMONY OF CHAD STONE 

CHIET ECONOMIST, CENTER ON BUDGET AND FOUCY PRIORITIES 

Before the 

Joint Economic Committee 
United States Congress 

Hearing on ‘^OouW Tax Reform Boost Business investment and Joh Creation** 

Chi«iir*mn Vice Chainnan Brady, and odier members of the t'ornmince, thaisk you for the 
oppoitimfo' to Tesdty before this coinmlitce, which has been special to me since i hr, si worked cm 
the JEC in 1969. In my rcstimony, t warn to make one overarching p<«nt foe cjuesdon 

raised by foe title of this .hearing, “Coidd tm reforni ^x>st business investment and |ob creations^"' 
and a ctxipk c».f odwi- spccihc .points ab<^c repatnadon of fores^ earnings and small businesses.. 

A Fmm^^ for i^atysls 

.M.y overarching |x>i.nt is that in iraming the guesdon 
^‘could tax reforaji boost business investment and |ob 
creation,” .it is critically tm|>ortat« to distinguish 
between polkies !t,i.kdy to ■Ixxj.st im'cst.ment, ecoaomie 
activity, an.d lob creation .in foe short term .a.nd policies 
likely to .inewase foe economy’s potential for 
swsui!na.b.le |o!'»g‘i.ci:m growth with broadly shared 
prosperity. The disdoction can Ix: iilusimicd '«dth foe 
help of Figure '1, which, shows the current gap beew^een 
the <|uandw of goods and services actually befog 
pmciuced (acttial GDP) and the quantiw that could 
p.n'xlwced i.f the available 'ftxjirkforce were fully 
employed and the country's Irusinesses were operatfog 
at. foci.t fwU productive capacit)^ (potential GD.^, 

As titc red line for actual < jDP shows, the et^rtomy 
fill into a <iecp hole m the Great Rcccssbn of law 
2bll7”2009. h. staned to come back fo&-wing 
cnactuKur ol the Xira-oc-m Rccovcn' and Rdm'esenent 
vVc5 oi 2tWiARR\hbutgrt)\vthh3stobesubsrant3aHy 
ttx<frdmn we have sten so far to clo^ foe ^p and 
'he iconomv back on fong-mn sustainable growth path (foe Woe line). 





Stoss OomwtifProdwt 
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in tvaluannn the impact <■»' tax refotm we need » distinguish beween rwo questions 1) woaM it 
be cttcctivc at stimuiatitig economic growth in ihe dsort-tenn and erasing the output: gap and jobs 
ik-tiat (I.C., bow would it attcct the red Unc^ and ^ wouH it be rffecriee at increasing the long-ran 
capacitv ot the econonn to produce ^>ods and serrices ^.e., how w'oald is affect the Mae line?). 

Mv n-ading of the economic evidence is that tax tefbnn is unHkely » be »n effective too! for 
speeding up economic growth in the short tan. Tax tefonn muMhe a useful tool for enhancing 
growth m the longer run, but only in the contest of a sound overall program for achieving long-tcnn 
fiscal srabih/atimi and not if it is used as an excuse to avoid the revenue increases that must 
necessarily K- a pan of any credible, sustainable defldt-reduction plan. 

The Short-Term Problem: Inadequate Demand 

With a huge output gap, high unemployment, and too much idle productive capacit)', job #l for 
policjwmiters siiould be jobs — putting people back to work and getting businesses back to 
operating at fall capacity'. Corporate tax reform, cutting top marginal tax rates, or reducing taxes on 
business income — none of these has anywhere near the short-term demand-creating, job-creating 
bang-for-the-buck of measures like those the President has proposed: extending federal emergency 
unemployment insurance, extending and expanding the payroll tax holiday, relatively quick acting 
infrastructure investments like repairing schools, and help to relieve pressure on state and local 
governments to lay off teachers, police, and firefighters. 

Congressional Budget Office Director Douglas Elmendorf provided new CBO estimates of the 
impact of different policies for increasing economic growth and employmem in 2012 and 201."} in 
testimony before the Senate Budget Committee, November 1 5, 201 1 Policies like increasing aid to 
the unemployed, reducing payroll taxes, and increasing aid to state governments ranked considerably 
higher in terms of both GDP and jobs generated per dollar of total budgetary' cost (“bang-for-the- 
buck”) than keeping the Bush income tax rates in 2013 rather than letting them expire as scheduled 
and business tax cuts tliat merdy pad companies’ bottom lines. 

Almost by definition, excess unemployment and idle productive capacity mean the economy is 
suffering from inadequate a^egate demand for gtxids and services. I know there ate some 
economists out there with models saying that all of the increase in unemployment since 2007 
reproems a structural mismatch between workers’ skills and employers’ needs or the sudden desire 
of laige numbers of w-otkers to take time off, but the most compelling espknauon to most 
economists for why we have a 9 percent unemployment rate, tame inflationary' expeetadons, and a 
large output gap is the textbook one: weak abrogate demand. Businesses are not able to sell ail the 
goods and services they are capable of producing. Right now', putting more customers in their 
stores and giving those customers more money to spend is a fat better way to encourage businesses 
to expand and hire more workers than giving them a tax break. After ail, their stores are still half 
eniptj', and businesses are not going to produce more than they expect to sell. 


' nuiiai.!;. F'lmreJurf, ‘Tolioes for Increasing Bennomk Giowdt and Employment in 2012 and 2013,” Congtessional 
BiiJnct <- Iflio , u".nfn<>nv before die Senate Badgct Committee, November 15, 3)1 1: 
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II ’i. p uk us us^' si! lv!sines$ims^esmient is fecest years is obscsresl by the iKsom ami bust is 
I'.itsniss ^tiufusts ‘ji.w tbcsorics, plants, office buiidings, stoies, etc.). However, business 
sntcsuricsn :ii t‘<.,uipi5ii.ns .tssj 

Kis !s,\n sulut so Lsrin this 
i \p.jnsr sr, \s sh. a\ n ju I'sgutc 2, 
such nncsiimn: I'll! sh.uplj in the 
!s*<sssU‘n IsuE !) ss strKcynjwn faster 
C!Db ,.ts cMtkncss! by the rise 
ui ts|iuprucni .itui sfjftwart’ 

nvtsOiHtt; .Is -t sh.nx" ot CiOP). 

’H'o tmessinonl piowth has been far 
!?sU, ! in ilu i.irit stages of this 
titsncu. fur example, than in the 
>'<iiss;s.«.ibk st.igt of the rccox'try 
ti,im s1k2iH)! recexssion, although 
St, .its" not <|nste back to 2iH^7 levels 
as .! sh.tre of <;i)P, much less the 
lex els achieved m the i9*)(is. 

As Eigure i shows, businesses arc 
building up cash reseives re.iaux-e to 
their shoa-tetm liabtlitic.?, as they 
did in the early stages of the 
previous two iscessions while there 
was stii excess anemployment and 
uncertainty about when sales w’ouM begin to pick up. Once it was clear a recovery was undenvay, 
cash reserves leveled off as a share of shon-term liabilities. The magnitude of the current cash 
stockpiling is nnprecettented, but the phcnonienon is familiar. Eiims aic niaki.ng profits, bur as the 
current recovery sttuggUxs to gain 
traction, sun’cys show that firms 
continue to worry about weak 
economic 'growth and sluggish sales 
and so ate building up cash until 
things pick up. 

While the the cash teserres 
shown in Figure 3 are 'mostly held 
by large corporations, surveys of 
small businesses show a similar 
phenomenon. In National 
f'cdcration of Business sun'Cys of 
whiit concerns small business the 
most, ta.x£S and regulation register at 
about the same lex'e! in both good 
economic times and bad, but weak 
sales cjuickly became the number 
one concern in the Great Recession and remain the number one concern of small biismexsi. s u itl.n 


Companies An f 'usn Wnti ( ,)^l. 
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To summarEC, the major factor holding back iovestment and job creation in the current economy 
is weak sales due to inadequate aggrepte demand and slow economic growth. Policies that increase 
aggregate are the best short-tean pedicles for creamg a more favorable eoviroamew for 

itwesttient and job creation, and tax cefomi policies typicaBy operate on the .rnppt}’ side of the 
equation. Measures Eke iiose in the President’s American Jobs Act ate Bkcly to be much more 
effectwe »t boosting aggregate demand and dosing the jobs deficit ■ — witlicmt adding to the long- 
term budget deficit, because they arc temporary. 


The Longer-Term Goal: Achieving Fiscal Stabilization and Promoting Shared Prosperity 

Turning to the longer term, the question is how would tax reform affect die economy’s potential 
to pKxiuce gotxls and services and its long-term powth path? This question needs to be addressed 
in the context of how we achieve long-term fiscal stabiMzadon, which is critical to ensuring strong 
long-term growth and shared prosperity. In our judgment it is not possible to produce a craEble, 
sustainable, long-term fiscal stabiUzation plan without acknowledging the need for mote revenues. 

As my colleague Kathy Ruffing showed in a recent paper,^ revenue increases were a part of every 
major deficit-reduction p.ackage in the 1980s and 1990s until the Balanced Budget Act of 1997. In 
several cases notably in 1 982 and 1 984 (where they offset a portion of President Reagan's large 
tax cuts of 1981) — they dominated die package. In several other cases — 1987, 1990, and 1993 — • 
they contributed from one-third to more than one-half of the total savings (mduding the debt- 
service savings), and a iatger share of the po/iey saltings 0.e., if the debt service savings arc set to the 
side rather than counted as a spending cut). 

A key aim of fiscal sustainabiliqi is a stable or declining ratio of debt to GDP. To stabilize that 
ratio, we need to get defici ts in the medium term down to about 3 percent of GDP. But under 
current poHcks, the deficit will be about 4 percent to S percent of GDP for the next decade even 
after the economy recovers and after we have phased dowm operations in Iraq and Afghanistan. So 
wc need to cut the deficit by 1 percent to 2 percent of GDP in tlic coming decade — an amount 
that rivals the biggest deficit-reduction efforts of the past. Meanwhile, the nation feces a graying 
population and continued demands on government in the areas of defense, homeland security, 
veterans’ care, infrastructure, and other needs; the amount of deficit reduction for fumte decades 
will need to be larger. 

Given the -size of that chaUenge, and the need to phase in any entitlement changes gradually, the 
next round of deficit reduction must include substantial revenue increases. Pkn.s that rely on 
spending cuts alone do not acknowledge the changing realities of the U.S. economy and U.S. society 
or the preferences of the American people as revealed in poll after poll. 

n« tax reform mantra is: wc can broaden the base, which wtiU aUow us to lower the rates, 
without any adverse effect on revenue. That’s not good enough in the current budget situation, 
because we need to raise revenue, Ibe fact that tax reform is not a panacea for our budget 
problems does not mean, however, that we should abandon the principle that if aw /mi* mr/Mgb mmm 
to fund the size and role of government we want to have, broadening the tax base allows « to have 


■ K.'iihj- Rult’mg, “nic CompoMtiai «f Past Defidt-Reducuon Packages — ■ and Lo-ssans for the Next One," Cemcr on 
Budeo .»id Pi Inn Pniirinci, Nm-cmhcr 14, 20! 1: http://ww«r,clpp.oig/fiks,/l I- W-! lb»:12.p<if 
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r,i!tv It mtans diat wc soil have to make chokes about taxes ansi spending. Taking 
.1 ii.iid look at stviiikng liui occurs thwugh the (ax code -—“tax expentfitiires,” which are defined as 
'I venue losses .iilfhutal'le to provisions of the Mx code diat provide special benefits to pardcuhr 
uxp.ivcrs or >,f(iaps of uixpavcrs — should definitely be on the table. 

A kvv point ti > ktep n mind when disesissuig tax reform in the context of fiscal srabiliaanori ami 
long Icon growth is siisit ticficit reduction is much more critical to long-term growth {otsec the 
eco lontv IS b.ick closer to full employinem) than reducing taxes. As my colie .ig-.ic F.ui! \'an dc 
\\'-.Uer djscu.sseil in .i recent p.ipcr,’ even if tevenue-neutrai tax reform might prv<duce some smiill 
se.sntnnc gtouth bet'cfits, it would be far mote econonucaBy beneficial to use sl'.c .uUitton.iI 
revenues g.iine»l from limning tax preferences to reduce budget deficits rather th.ui cut inatginal tax 
rates. \\ hen the economy is operating near or at its capacity, federal budget deficits rcikirc tot.il 
s,iv mg m the cconomv, crowd out capital investment, and reduce the economy’s potential t.ue of 
growtli. Most economists believe titat the adverse effectof higher deficits dominates the effect ot' 
higher t.ix r.iics. 

For example, the Congrcs-sional Budget Office finds that permanent extension of the 2001 and 
2003 tax cuts and AKfl' relief would miiuct output in the long ran if the extension is deficit-financed. 
Conversely, reducing the deficit once the economy is stronger will spur economic growth even if it 
requires higher tax raws. In other words, putting a dollar of budget savings into deficit reduction 
would do more to boost the economy’s capacity to produce ^ods and sendees potential GDP) 
than using that dollar to cut marginal tax rates, and any hit to the economy's capacity to produce 
gooils and services from raising a dollar of ta.\es would be more than offset by the gain from 
reducing the deficit by a dollar. 

In summaty, in die longer nm, the goal is to achieve the maximum susainabie ^owth rate in 
potential GDP. That comes from capital investment (including investment in iiifrastruaure), 
investment in people in order to produce a well-trained, w’cll-educatcd, adaptable workforce, and 
technological pmgtess. Tax rates in the range we arc talking about «s part of a credible and 
sustainable debt stabilization plan are less harmful to growth than budget deficits of the kind we are 
projecting in the absence of such a plan. It’s hard to be serious about long-term deficit reduction 
without recognizing that revenues have to lx; part of the solution. Supply side fantasies and dynamic 
scoring pipedteams won’t cut it So it makes sense to embrace an enduring principle of tax reform 
— that a broader tax base siUows rates to be lower than a narrower tax base, but tve also have to 
ensure we have enough revenue to pay for the things we want government to do ■ — ran^tg from 
national defense to an adequate safety net. The debate should be about what we want govetnmeiu 
to do and how should we pay for it, not what can we squeeze into some arbitrarily determined limit 
on how much revenue, we are willing to collect. 

Other Oteervatlons 

In the renjainder of my testimony, 1 would like to touch on a couple of specific topics; the 
repatriation of foreign earnings and the impact of increases in the top maqjinal tax rate on small 
businesses. 


t Paul Van ck- Water, ‘'kupercumfmttee Shtruki Reieet 'Dyaarnk Scoring*; Ivsritmtes Are Uoeerfrin and to 

klampuiation,” Center on Budget and Policy Prioriues, Oaober IS, 201 1: h«|>:/,Arw\v.di|>p,<>ig/{l!es,/10-l8“nbod.|xlf 
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The Perils of Ano^ther Repatriation Tax Holiday 

In 2(X)4 policyinakets were seduced by the idea that giving 'U.S. muidnationai companies a 
window in which they could repatriate overseas pwflis and pay a grodj' reduced I'.S. corporate 
income tax on those profits would be a boon to U.S. investment and job creation. But researchers 
have found scant evidence that the 2004 repattiation lepsktion produced such effects. Instead of 
expanding their operations and creating mote jobs, most companies appear to have used their tax- 
favored rcjmtnated income to pay dividends or buy back stock. 

Studies by academic researchers, the Congressional .Research Service (CRS), and others have 
found no convincing evidence that the 2004 holiday had any of the promised positive ccoiKamic 
effects."’ To the contrary, there is strong evidence that firms primarily used the repatriated ea.rnings 
to benefit ow.ners and sharchoklers, and that the restrictions Congress imposed on tlie use of the 
repatriated caniings — aiming to ensure that firms invested them in the United States — ■ proved 
ioeffective. In fact, many of the firms that repatriated large sums during the holiday actually .laid off 
workers. 

With most companies likely to be affected by a tepatriation tax holiday flush with cash and 
enjoying ready access to capita! markets, there is every reason to expect that the results from a 
second tax holiday vtouH be at least as disappointing as those from the failed 2004 legislation. In its 
analysis of recent repatriation proposals, Goldman Sachs concluded, “'Ihe short-term economic 
benefits of such a policy would likely be minimal.”* Goldman Sachs explained, “we would not 
expect a significant change in corporate hiring or investment plans; most firms with large amounts 
of overseas profi ts ate Ikely to have adequate access to financing, so the ,avaibbiHty of cash on hand 
is unlikely to be a constraint on investment at the present time.” In its latest analysis of poMes 
under consideration for Ixsosting economic activity and jobs, the Congressional Budget Office ranks 
a Kpatriation tax holiday like that enacted in 2004 dead last in effectiveness and estimates that it 
would have ,ra.iaimal impact.* 

Tlie Joint Committee on Taxation 0CO estimates that a prop(,>sai like the 2004 proposal would 
reduce revenues over the next 10 years by almost S80 billion, even though about S700 billion would 
be repatriated and tax revenues would be Itigher in the window opened by a temporary' ax holiday. 
Without the legislation, some of these earnings would have been repatriated at a higher rate later in 
die 10-year budget period covered by the estimate or outside the budget wrindow. More 
significantly, enactment of a second repatriation holiday in less than a decade would create the 
expectation that more such holidays will occur in the future. That would give companies an 
incemive to shift the location of future investments abroad to escape higher U.S. tax rates on 
earnings wdth the e.xpectadon that those earnings will be repatriated in the next tax holiday. 

In foe jCT estimate, during the first three years, revenues would be higher as the large volume of 
repatriation dominates the lower tax rate. Subsequently, howrever, the pr(,iposal would lose an even 


f S 'j.'k M m, Bruii njgh!.nmh, anti Chyc-Ching Huang, “Kjepatriarion Tax Holiday Would IntTease DefidK and Fofo 
bn,., 'nut'! t K rrw.iV’ C'cnttr im Budget and Policy Pritmtfes, October 12, 2011. 

' ' r - vyr; -i- 'i-pjai^safca»kxtXniaa3jcg&ki=^^^ 

\kt s. 'T S Ptofit Repatriation Tax Holiday. Still as 0|foi)l Climb,” Goldman Sachs, October 5, 2011 

1 ' 1,0,1 1S,20U. 
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larger ajnount of revenue because the earnings that would have been repatriated at a higher rate 
were already repatriated diiting the window and because rihe increased investment abroad indaeed lay 
the expectaaon of further holidays generates mote tw-shelte«d earnings abroad and less taxable 
earsiifigs in the United States. 

A poicy that w'ould do little to stiroukte investment in the current weak economy but would lose 
tax revenue in the future when deficit redaction should be kicking in dex'sn’t make sense. That is 
why Mark Zandi, Chief Economist of Moody’s Analytics, has urged lawmakers not to regard 
repatriation as a stimulus measure but rather to consider it in the broader context of corporate tax 
refonn.’ I would reiterate, however, that many ptoposab for corporate tax reftsBU would likely 
farther cliininish the shrinking amount of revenue coming from the corporate income tax, which 
would make it harder to achiet'e out deficit reduction yials. 

, 1 beliCTe the best policy is not to enact a second repatriation tax holiday. But if the moirienftini 
behind such legislation seems unstoppable, 1 would certainly encourage Congress to try to link the 
uses to wMch repatriated earnings can be put better than they did last time. 

Small Businesses 

The claim that raising marginal tax rates at the top of the income distribution would severely hann 
small businesses has little factua! basis, nte most basic reason is that few small business owncr-s pay 
taxes at the top rates. According to a recent Treasury analysis, when you look at a definition of 
small business that captures what people usually mean by the term, only 2.5 percent of small 
business owners who arc taxed at tiie individual rather than corporate rates are in the top two 
income-tax brackets.* In addition, the best research on small finti.s a.s job creators indicates that it is 
inipottant to distinguish between young firms (startups), which arc the main source of job creation 
in the sm^ business sector, and other more established small businesses. 

With respect: to the impact of taxes on small businesses. Tax Policy Center co-Dkeetot William 
Gale has noted dial “the effective tax rate on small business income is likely to be jsero or negative, 
regirdlcss of small changes in the marginal tax rates,” because of the valuable array of tax subsidies 
that small businesses receive.’ As CRS notes, the subsidies with the broadest reach include: 

“tlj« taxatiiiij of small fams as pass tlirough entities, the graduated rate sttuettae fist the cotjjotate 

imxtme fax, the expensing allowance for equipment . . ., the exemption of some small corirotationa 


" Re.sptmscbv MarkZandi at Senate Budget Ctmunittee hearing on ‘‘Policy Pte-scriptions fttt the Economy,” Septemher 

i-iion 


Viatthiov Kntttel, Susan Nelson, Jason DeBacker eeal.,“hfetl5odology to Identlri Snvill Businesses ami Then (Hnessy 
Tnusuiv Dcpjitjncm Office of Tint Anal5ris,.5tigust2011:!}U^//aa3J(!stesUi4ei:s.:»3‘-‘ia.C4‘AstINi..UX,p ‘ri ' o 


“'I ht ('..ngfesstunai Research Sereke has found that “current fedctal tax law contams a number ot piotiuons besurntm, 
prctercnti.il tii .usvent on small finus.” Gary Gcunthcr, “Small Bu,rincss Tax Benefits. Ovemew ,tnd Etonomte 
C ,)iigFcvsjon.tl Research Serrice, revised Se|Heffiber IS, 2CX>T, p. 5. 
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fi. ini tK o ispor.uc altoin.itix e mitiimum mx, cash basis accounai^ and the exclusion from taxation 
of cajut-d toiiio Off 'he '-ale or th^ltosiuoitofcectamsmali business stock 

'rhi- mugitvil iiopjct of hiph marginal ox rates on small businesses is a weak justification tor 
extending the t uncTO ti >p w o rates or for shielding very high-income individuals from making a 
xtgntlicaii! coninhutiori to deficit reduction. 

froket m.ikers It.n e lUstificd charmdmg a large volume of tax breaks to smal! ba&itiesses, primarily 
< 'll the asMintpni «!s that sniatl businesses are the primary creators of jobs and that ms policy strongly 
affri. is MK.iii busitK-ss job creation. Both assumptions bear closer examination. The claim that small 
busimssts .ire the ptimar) creator of jobs is based on research conducted in the 1980s; as CRS 
noicx, ’‘niore recuit resi-arch has revealed some methodological deficiencies in these originti! stadies 
.uui sugges!,'- :h.n small businesses contribute only sii|htly more jobs than other firms relatit'e to 
I heir cmplin uitm share. Moreover, this diffeiendai is not due to hiring by existing sntal! finns, but 
r.uhcr to st. 1 r 5 .ups. which tend to be small”’’ 

Similarly, a 2910 National Bureau of Economic Research study finds no systematic relationsliip 
brtwren finn size and job growth after controlling for firms’ age.'* This indicates Aat it is 
particularly important to distinguish between young businesses (startups), which the study finds 
“contribute substanriallr to both gross ami net job creation,” and other small businesses.” 

The evidence that tax rates strongly affect small business growth and job creation Is also thin. 

Only one study exists that directly addresses the question of whether cutting the marginaS tax rates 
of small business owners leads to increased hiring in existing firms. That study, by Douglas Holte- 
EaWn and others, finds a statisdcidly significant increase in small businc.ss hiring following the deep 
cuw in tax rates from Ae 1986 tax reform.” But CRS notes that the study may overstate the extent 
to which high-incomc entteprcncurs respond to tax changes. CRS also cautions that “given only 
one study, it is premature to conclude that raising mes of the owner would decrease hiring in 
existing fians,”'® 

Unlike large corporations, which »e, for the most part, flush with cash, stnitii businesses appear to 
still fiice difficulty financing expansions. That may justifr short-term measures that taiget job 
creation in small businesses, but if docs not justify a costly and poorlji targeted measures like keeping 
Ac current: very low' top maiginal tax rates from expiring as scheduled. 


Geunther, “SmaM Bu.sincss Ta.x Benrfils: Gvco'ivw a.titi .Eeonomie Raiio«ak”S", Coiigressional Resemvh Service, 
revised Scpicmbct IS, 2007, p. 6)' 

ujafflc GravcMc, “Smail Busmess and the Expiratkm of the 21K11 Tax Rale Reduciums: Economic Issues,” Omgtesskmal 
Rewrcli Service, September .1, 2010: htip://assets.opeiicrs.com/rpts/R41 392^20 Il)O903.pdf 

Joho Hakiwangec, Ron jarmin and Javier Miramla, “Who Creates Jobs? Small vs. latrge vs. Young,” NBER working 
paper, August 2019: bti|>;//papers.ni>er.org/papers/wl4300 

o Halmvaoger ct al, August 2011), pg. 30 

Robert Carroll, Doughs Holiz-Eakin, Mark Rider, and Harvey S. Eosen, “Entrepreneurs, income Taxes, am! 
Im'estmens,” Chapter 13 in Poft.ri//bry3n^?cditedbyJodB.SIemmd, Russell Sage Eotimfrtion, 2000. 

'Tioavdle, SepiOTbcr 3, '2010 
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Dear Mr. ChalrijiBB and Members of the Committee: 

Let me begin with an observation leading to a eompliment. My observation? The debate over 
America’s tax system is not about one problem., !t is about a bundle of contpeting problems searching 
cnit competing solutions. .Although all Americans share a fervent disdain for she tax system, they do so 
for many reasons. Before policymakers can make true progress in discussing the effectiveness of 
various alternatives in achieving reform goals, therefore, they must Rrst agree upon the common issues 
reform is meant to address. Stated another way, they must decide “what are the central problems with 
our current system?” before they can intelligently ask “how well the idea,s for reform address those 
problems?”. 

My coniplitnent? ITie Comraittee insightfully titled this hearing “ffow American Tax policy Affeets 
U.S. Businesses." Shrift was doubtless given to titling it ''Whether U'.S, Ta.x Policy Affects Business.” 
li.S. Tax policy affects, and unfortun,ately disaffects business, in ways well beyond the ta,x e.xpenditures 
purposely designed to affect that result.' in short, our tax regime influences business from the cradle to 
the grave: whether or not to start a business, what business to start, how to organize it, where to locate it 
(here or abroad), how to fund and run the business, when and how to e.xpand it, when to hire, when to 
tenninate it and how to unwind it. 

Over the course of the last 25 years, 1 have seen how tax policy affects business from many angles; as a 
practitioner, an advocate, a federal prosecutor, an adjunct professor, an author of treatises and a book on 
the policy process, and as a Congressional counsel. And from these differing perspectives, 1 cannot help 
but see the discouragement of many economists whose voices of reason « ignored; not so much 
because they are discordant, but because they are drowned out by the deafening din of lobbyists. Our 
tax system has in a nutshell devolved into an unholy trinity of lobbyiiits, industry' seeking relative 
advantage and Members who seek campaign contributions, all of whom w'ould sacrifice at the altar of a 
public auction our national prosperity for relative advantage. 

The good news fe that Tax reform is coming. It is a tide that if resisted by this Congress will be passed 
by their replacement. But the bad news is that the direction of tax reform remains to this day uncertain. 
What will refomt look like? What are the criteria by which reform will be adjudged? Will retonii be 
accomplished in name only, to leave to another generation the ultimate fix when the economy has 
worsened? 

Underetanding low we have gone astray is as easy as hearing the central chorus of economists. They 
will tell you that the critical maladies of our current system are three-fold: 

• its complexity, prolixity and crushing compliance costs; 

• its high marginal rates which trample productive income, stifle growth, job creation and wage.s; 

• an anachronistic itttemational tax system that is self-flagellating. 

And many will tel! you, as 1 will today, that the solution to this crisis is a consumption tax that makes 
the taxes we pay visible, ensures all Americans are stakeholders, is neutral as to savings and investment, 
lowers marginal rates, reduces compliance costs and removes the anti-competitive nature of our lon- 
border adjustable extraterritorial ta.x system. The best of these is the FairTax, which stands in such stark 


* 1974 Budget and im|xiundmem Centml .Act (jPL 93-344), 
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v\inira-.i !o the nuh' >.>1' our current systenj that it illaminales .the path this Nation must lake to 

ix'pain ihe tr.ijeetorx •.if our prosperity. 

!. Hir Maimlios; Uiri e \\ :i\s Slur l ax Harts Business 

i, C.itiipimn, I- Jmpin,’ a i rmMngW^eigkt an Bminess.- wi'K , I, ■ ■'..,,,, 1 , , ; 
•.k'ptcc lorUiichs the I'.S. tax regime adversely alfecK business, it is helpful m >ce the o.'.uc as a clustei 
i>ftmnhitnn In case one missed that, a#»r/6»ic>sw is the opposite of vf/ What it means is 

shat each i'acutr combines to the negative contribution of the other, (’ompics'ls i>sgets costs, 

K'gets loopht'les. begets cva.sion. begets hij^ rates, begets more lobbying for looplioks. which begets 
more e\ asion. w hich begets a perception of unfairness, tvhich begets even higher rates, mi'rc c% asion. 
mole economic inefficiency, and soon. 

I 'nderstiHiding the tax regime.? harmful effects begins with the compliance costs it imjtoses. \ kiuti/c 
the minic. t tMii Hand Luke. Then imagine the taxpayer personified by Paul Newman as he 
s'omplains .ilvut iweaking rocks and moving them back and forth from one pile to aitoilicr fv>r no 
apparent rca,son in the prison yard. When Newman approaches expiration, the respemse vtftlic guard >% 
"W h.ii xseb e got here is... failure to communicate." This is a scenario lived and reliscd by small lit ms in 
even day . The gra\ ily of the problem has been heard by this very Committee severai times -* 

( Jne aspect of compliance costs is administrative costs. The IRS directly employs about one hundred 
ihmisand employees. The IRS budget is about $12.4 billion’, which has grown by 323% since the Tax 
Kefonn Act of !9<% in order to, among other things, handle 1.7 billion pieces of paper annually. Ail 
told, Americans spend more on IRS enforcement than they do to administer the nation’s environmental, 
tabor or other laws combined. 



I conomk Ccramittee, Report .#109-353, Report on the 200$ Economic Report of the Presiiieni, Nov., 2005. 
■’ I o,- Ir'.cnsii Knenuv Sen ice Data Book, 2010, Table 2S. 
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But these ^nimiimmitive costs are themselves negligible when compared to the broader federal mandate 
thrust upon the IRS's “customers.” These are the eompliame costs, borne by businesses and individuals 
in their eHbtts to calculate, substantiate and pay the taxes owed. 


; 4{K) 377.9 

1 

' 350 ^ ' ' 

' 7 . 

Total Compliance Barden | 

Billions of Dollars 1 

I 




31.5 .. ; 

12.4 e„t 

l ime Value CosJs Direct Outlays by IKS Administrative t’oin|>rcheiisi$c I >j\ ; 

Borne by Taxpayers Taxpayers Costs pVudirs ? 


Source: iatTcr, tVmegardeo and Childs. “The Economic Burden Caused by Tax Code Compicsity, April 20! 1 . 


While the economic burden occasioned by compliance has been estimated many ways by many 
researchers, with a correspondingly large range of values, the most recent credible study shows that U.S. 
taxpayers \va.ste as much as $43 1 . 1 biiiion annually on tax compliance. If this figure is near correct, it 
meansthat we pay about 30 percent of total income taxes collected, just to ... well ... pay those taxes.’ 
Ofthe43!.i billion, 88% is the time value costs borne by taxpayers: $161.7 billion by businesses and 
$216.2 billion by individuals. 

How much is $43 1.1 billion? It is more than the dollar value of o// the finished goods and services 
produced in the states of Virginia ($427.7 billion). North Carolina ($407.4 billion), and Georgia ($404.6 
billion); in fact, more than the GDP of 42 of the 50 stales. It is more than the ODP of ! 71 other nations.^ 
Jt represents more workers than employed by Wal-Mart Stores, United Parcel Service, McDonald's, 
Intemational Business Machines, and Citigroup combined. 


The drivers of these costs are several-fold. Costs are increased by the compfexity of the taw, by the 
numbers of taxpayers, and by the taxable events they incur. 

The legendary' complexity of our tax system is part of a pavtcait trend that has accelerated over a century 
with the nearly perennial enactment of new tax legislation (4,428 changes to the la.x code in just the last 
decade). In 2010 alone there were 579 changes, more than one perday.*' The continuous tinkering with 


* I ulkr. Vt inepurden. and ChiUs,"nic Economic BurdenCausedby Tax CrxlcComptc-xily. April, 2011. 

^ “List of Countries by GDP tnomlnaii.” 20!0 estimates, Wlkiinedia Foundation, tnc. Nov. 1 1 , 20U . 
lin<'.'en.s'it.iivdia.ory'»iki.'l.ist of countries bv CiDP InoniinaH . 

'' Advocate Sert'ice. 2019 Annual Report to Con^^ “The Time tor Tax Reform is N'mv." Dee. ft. p. 4. 

1 he IRs\ own icnlers established to help people pr^are their tax returns show the complexity. According to the 1 .ixp-i) cr 
\Jtoc.iic Service, the IRS received 110 ntiiiion calls in each ofthc last two fiscal years: 25 percent vvf which the iRS w.iv 
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li'c i.t\ vvhIc !' roMiiled in ti.pling the lengAof She taxcode, now amii«l-Kia<*liiii! ' 8 million wok'o 

vhown ainphk.ilh ahine, she combined federal income tax code, regsil, fon'., ,wki IKx uiimiis h.nc 
e\pi.H!«l iHim 14.ii!Htr.ii;es m I9S4 to 72,536 pages by 20H -aninerixiseoi ‘iix peieem ii'mei . 
\ver> div siicer soLmse ot lelurns: 236.5 million in 2010 (excludes mlbrnwlii'iul iciii ixi 


hi ' 

■ 10.0,1/ 

I iii.mw 

I 0 
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Wlw pays these costs? Not surprisingly, small firms disproportionately absorb iht, lion s share of the 
$161.7 billion in fixed costs that stem ftom paperwork and record keeping, tracking wages, and 
interpreting the law —costs they cannot passed along. In 2007, rrsearchers at the IRS estimated the total 
costs of complying with the income tax for businessts of varying sixes.* They found that the cost of 
compliance consumed fcim 15 to 18 percent of revenues for very small busmesses— those wiOt receipts 
of $50,000 to $100,000. For businesses with receipts behveen $100,000 and $500,000, that ratio fell to 
about 5 percent. For businesses with receipts between $500,000 and $1 miliion, it was about 2 peroent. 
And fbr businesses with receipts greater than $t million, it was only 0.5 percent. 


What effect do these costs have on business? Dol lars wasted on compliance are directed away from 
hiring, reinvestmetjt, plant or equipment, R&D and other productive activity; all to fund an industry of 
tax attorneys, accountants and financial planners that produce nothing that adds to our economic well- 
teing. The estimate of S43 1 . 1 billion in lax compliance costs does not include any of the tahavioral 
changes that misallocate resources from their most economically cflicient uses toward their most tax- 
efficient uses. Nor do these compliance costs measure the tost economic opportunities due to the 
uncertainty created by our complex tax codc.^ Indeed, increases in business uncertainty are as-weteted 
with prolonged declines in economic activity.’® 

BMble to iMBwer. In addirfon to the telephone ealls, tlK IRS must process more ttai 1 ! mitiion pieces of taxpayer 
•comBpondence amusaiiy, 

' Milt 

* I )onaU H Marnw. "Tax Potiej' and Small Bustness,* Teslinwjny before the SatKommiKcc on Seicci Revenue .Measures 
il.'-isc Wavs jod Means (,'ommiitcc. March J, 201 1 dting research by Detuea, ci.al.. "Kstimates oft s.S. fedcr.ii Iikoibc Tax 
< snnpfiaw'e for Small BuMnexsex " Paper prcsailai at the 2007 Nationa! Tax Asioeiation mectiagv, (.■oluinbu.s. ill I 
"A.lhnwli M .\h, -Totuis-il Insuhility. Policy Unecnainty and Bcosomic Growth; An Empirical invesiiyatiiio,'' Atluntie 
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There is also collateral damage not always measumbk in currency. Our system is so complex the IRS 
does not understand it" (we could say the same for the (ax-writers). Onesur\-ey found that only 58% of 
the public agree that the IRS md its staff are experienced and knowledgeable, while 37% do not The 
findings are the same for perceived trustworthiness (59% versus 38%, respectively).'' Even Warren 
BufFet, with the most sophisticated tax adviKts money can buy is in a years’-long dispute over its 
federal tax bills.*’ But the complexity does not prevent the income ta.x from tseing collected with a 
heavy hand. In 20 1 0, our government wibroiled its citizens in more that 7 1 ,696 litigation actions, with 
7 of 10 involving small firms. Taxpayers sustained more than 3.6 million levies. That same year, the 
IRS assessed 37,055,841 Americans $28.1 billion in civil penalties (27.1 millicm penalties tor the 
individual income tax alone). The corporate income lax required the issuance of 1 ,145,93 1 penalties and 
the employment tax had 7,838,423 penalties issued to businesses with employees. The IRS data on civil 
penalties also shows that 1 3% of these penalties (representing 36% of the penalty aniounb) were 
ultimately abated. 

We can see just how broken our system is when compliance costs and complexity are seen as a function 
of the rate of compliance itself. To understand the relationship between compliance co.sts and 
compliance, consider how wc may be able to achieve an acceptable compliance rate, even with a tax 
system - such as a poll ta.x - if we were oniy willing to impose enough penalties at a high rate, take 
away civil liberties, require enough substantiation, or provide enough resources for detection. Reducing 
the interrelationship Itctween compliance and enforcement to a very simple balancing act, we might 
therefore express this interrelationship as a goal: our goal would be to minimize one ftmetion 
(compliance costs) at the same time wc maximize another (the voluntary compliance rate). 

But today, despite the,se onerous compliance costs, as much as one-fifth of all income ta.xes owed are not 
actually paid. The U.S. tax gap is a major, continuing and growing problem, notwithstanding a much 
larger IRS, more burdensome information reporting requirements, increa,singly .stiff and numerous 
penalties. In 2001, the IRS estimated that the gross lax gap — the difference between taxes owed and 
taxes paid on time — was $345 billion. Adjusting the 200 1 “tax gap” estimate to tax revenues for 2006 
yields a gross tax gap estimate of $432 billion,'^ Further escalation of compliance costs may actually 
spawn further noncompliance,'* An estimated 1 8 million wage-earning Americans have dropped out of 


Eorotunic RTOm»l. March, 200 1 . 

Bachmann, cm/., Uncertainly and Economic Activity; Evidence tVom Business Survey Darn, NBER Working Paper No. 
16143. June 2010. 

" In 1989. one out of three callers gal ittcorreei answers. GAO accepts IRS testing that says in 1992 the IRS gave the right 
answer to taxpayer questions SS percent of the time. The IRS’s own centers labor hard to help people prepare their lax 
returns; however, even the IRS gave iiieomxt answers - or no answer al all - to 43 percent of tire questions asked by 
3'reasury Department investigators posing as taxpayers. The investigators concluded that half a million raxpiiyers may have 
been given wrong information between July and December 2002. 

Benno Torgler, Tax Complmm'e and Txtx Morale: 4 Theorelieal and Entpirkal Amlysh- Massachusetts; Edward Elgar 
Publishing. Inc., 2007. 

** According to Berk, shire Hathaway’S own annual report — sec Note 15 on pp. 54-56. 

** John O'Htre. Managing Principal. Quanlria Strategies. LLC, an economic and tax |»licy consulting firm, September, 

2t»7. 

Willis, Lynda 0.. ’Tax;>ayer Compliance: Analyzing the Natweof the Income Tax Gap,” IJ.S. Oenerai Accounlmg Oftice, 
Tesllorony Before the National Conimnssion on Restructuring due Internal Revenue Service, GAOn'-f,iGD-97-3S, larsuaiv' 9. 
1997. Higher armpliance costs can reduce vryluntaiy crrmpltarree at a ceitain level. .As the GAO has stated, ”, . .some of the 
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the income tax uslcm eniircK as, “non-filers.” Non-filers alone accounted for $30 billion of the tax gap 
in 2001, up ncarlx 300 iiercem since 1992. 

rhc imithtm ’.s coinimies ticcausc complexity breeds complexity as a target rich area for lobbyists. In this 
\ car's State of the I'nitin address,'* President <^ma said: 

t h\-r tl\‘ \ t‘,» c ii I'tiniM Ilf hhhyim has rt^ed the imeeade lo bemfli pariieultir compmtks and 
iik/aot !is 'h 11 tih ,j,vi mnunis or Imyers to work the system cm end up paying no urns at all Bui all 
the n'\une hit uitii „nc nj die Mghesl corporate tac rates in the world, b makes no seme, mid it has to 
dkmgf X'o loiugltt, / 'm asking itemoenus and Xspublicms lo simplify she system. Get rid of the 

h n phi >tVi level the piay mg jkki 4mi me the savings to lower the corporate tax rate for the first time in 
23 us /n mthi ml adding to our deficit. 

But that « as just tx-fow he proposed small firms be given a ta.x credit for hiring veterans, which of 
course ihe\ already do. Who could possibly be against small business and veterans? 

Compliance costs impose dead weight. Complexity introduces unfairness. Both contribute to the tax 
gap. ,\iHl as the tax gap increases, because taxpayers arc not paying what the law' retjtiires, further 
compliance costs are imposed. Honest businesses pay in several ways: they pay higher taxes because 
non-complicrs evade or avoid them, they pay higher compliance costs to ensure the low level of 
compliance that currently occurs, and they pay again when the complexity stimulates more lobbying, 
more loopholes that result in higher rates that weight down investment and our national prosperity. And 
the beat goes on 

B, The AntkGrowih Effects of Punishing Productive Enterprise 

High Marginal Rates and Triple Taxation of Savings and Investment Stifle Joh Creation, Reduce 
Real Wages and National Prosperity.— To cite a general economic proposition and its corollary; no 
form of taxes have a benign effect on the economy; but not ail forms of tax regimts inflict the same 
degree of harm. There is a consensus in the economics profession that given a certain level of taxation, 
the two mo.st important factors affecting investment, savings, output and real incomes are (1) the level of 
marginal tax rates and (2) the degree to which the tax base penalizes savings, investment and productive 
activity. 

What is emMematio of a good tax system? ,'\n optimal tax regime imposes the lowest marginal tax rates 
that can be devised in order to raise a given level of taxes (which themselves should be lovv), in 
conjunction with a tax base that is neutral towards savings and investment (i.e. does not favor 
consumption), is neutral across industries and international borders. Although there is spirited 
disagreement about how large the positive effects are of a system that lowers marginal rates or achieves 
such neutrality, no .serious analyst would disagree with the salient effects. And more importantly, no 
serious analysis would find that the U.S. is going in the right direction. 

How High Are the U,S. Tax Rates?— When the media, pundits and politicians use the term “tax rate," 
they often neglect to explain what they mean. When economists refer to the naiioml statutory rale they 


'lax g.iji’ m.»> noi he eolleeiiWe at an aeceptable cost. Such collection might require cither more ititmsive record keeping or 
.vportmg th,s!s die public is wlUing to accept or more resources than IRS can commit." 

Ssxwh gocti to Congres,son tanuary 25, 20! !. 


7 


VerDate Nov 24 2008 


08:53 Mar 09, 201 2 Jkt 071 698 PO 00000 Frm 00074 Fmt 6601 


Sfmt 6601 


C:\DOCS\71698.TXT DPROCT 



71 


always mean the goverament’s tax rate imp«ed by Saw and assessed on income protlis, and they 
typically mean the top slatutorj' marginal rate. This is veiy different from iheetfectite tax rate, which is 
the total tax paid as a percentage of tots! income earned, and which accounts for all brackets, deductions, 
credits, depreciation, anti preferences in the fa.x code and is a function of what the entity tictuaily pays in 
taxes. 

In the ll.S., corporations that earn profits ofmore than $18.3 miilion are taxed at an ositswmling top 
statutory marginal rate of 35 percent.*^ The statirtory combined rate adds to this state and local tax raic.s 
(on average 4,2 perceiil), yielding a 39.2 percent statutory combined rate. Owners ofS corporations, 
partnerships and sole-proprietorships based on the current budget proposal pay a nmumat rate 

of 39.6 percent (not including payroll taxes) on income over $383,350. But thal same taxpayer pays Hi 
percent on income up to $8,600, and 1 5 percent on income up to $34,900. etc. (Depending on ileducti»ins, 
a taxpayer might pay a relatively modest average tax on total earnings, yet nttnelheless face a 
percent marginal tax on any activities that could push income higher — .such as extra tilbrt, education, 
entrepreneurship, or investment. The chart below shows where the U.S. ranks among dex ck'ped 
countries when considering corporate rates. 


20W Corporate Tax Rates, U.S. vs. OECD Countries 



U.S. 

OECD Average 

V.S. Sant 

National Statutory Rate 

35.0% 

23,4% 

34fh out of 34 

Statutory' Combined Rate 

39.2% 

25.1% ' 

33rd out of 34 

Eftectivo Rate 

29.0% 

20.5% 

33rd out of 34 


In short, the U.S. has the dubious distinction of sporting a national statutory rate of 35 percent and a 
statutory combined rate of 39.2 percent, compared with average OECD rates of 23 .4 percent and 25.1 
percent, respectively. For tax policy considerations, marginal decisions (such as extra effort or 
investment) depend mainly on marginal inccntK'cs (extra income, after taxes). For this reasoti, it is the 
marginal rate that has the greatest negative effect on the economy. 

Mercatus Center Senior Research Fellow Veronique de Rugy has done excellent work in charting 
corporate income tax rates. According to her findings, the U.S, has the highest national 
statutory corporate tax rate in the OECD. In 201 1, national statutory corporate tax rates among 
the thirty-four members of the OECD will range from 8.5 percent in Sxviteerland to 35 percent in the 
U.S. When sub-national taxes are added, the U.S. has the second-highest statutory combined corporate 
tax rate - 39.2 percent - after Japan’s rate of 39,5 percent. Marginal tax rates became the central theme 
of a revolution in economic policy that swept the globe during the last two decades of the twentieth 
century, with more than fifty nation.s significantly reducing their highest marginal ta.x rates. 


" Acsoniiog Ki ftc 20(B SOI. Ihcrc were i.S million C Con^rations fiw that year. 4.0SM S Corporations, 3, MM I’aniKtsIiips 
IlLCs. LLPs, LP's. el eet), and 22M soie-pmprietor^ips. 
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Act'ordifig t« WorU Bank rankings, (he U.S.’ relative ranking on the "tota! (ax cost" imposed on 
husinesses has gone from bad lo worse, falling from 1 1 8th in 20 1 0 to 1 24th in 20 1 1 , The total tax cost 
expressed as a percent of before-tax protits is 46.8%.^* The U.S. effective corporate tax rate on nesv 
iiwestment was 34.6 percent its 2010, which was the highest rate in the OECD and the fifth-highest rate 
among 83 Muntries, The average OECD rate was 18.6 percent, and the average rate for 8.3 comitries was 
17.7 percent.'® 

How did we arrive at this point? We arrived here because Congress would rather trade tnflaeitee to 
tlolifjg (Hil special interests tax breaks that reduce the tax base and raise marginal rales than hear the 
chorus of economists. In \ 990, the Organisation for Economic Cooperation and Development (OECD) 
average $tamior>' combined coiporate tax rate was 41.1 percent, higher than the U.S/ rate of 38 J 
percent. But while other nations have been racing over the past fevs^ decades to slash coiporate tax rates 
to welcome multinational coiporations, the U.S. has .stagnated. Japan is the only country with a higher 
combined corporate tax rate tharii the U.S,, and it plans lo reduce its statutory combined rate by roughly 5 
percent tn ifte near future. 


"fhe SVorkS Bisnk. Paying ficies in 2011: 'Hjc Cjletet Picture Table 4, 

I>. asTCt Mins a L l-ssiinw{csofElftctlveCorpoi«cTa.xRatesea Business Ta-^mKl Budget 

BuHedn. S^o, h4, f'ebnjar) 2011. 
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Lowering marginal tax rates is part of a revolution in economic policy (hat swept the globe during the 
last two decades of the twentieth century. More than fifty nations significantly reduced their highest 
marginal tax rates on individual income. The U.S, sat on the sidelines. 

And the U.S. income tax remains a model for wlmt not to do in more ways than just through high 
marginal rates. By double, triple, and even quadruple taxation, our system inhibits economic 
performance and wage growth by creating a significant bias against saving and investment in fevor of 
leisure and coi«umption. Track an investment. Initially, wage and .salary income arc ta.xcd when 
earned. Then, if wages and salaries are saved or invested, the resulting earnings are ta.xed again and 
again and sometimes again still All income derived from investment is taxed, ifan income-producing 
asset, such as a stock or bond, equipment or real estate, is sold for more than it w'as purchased, the 
increase in the value of the capital inve.stment - the capital gain - is taxed.* Corporate income 
(including capital gains) is ta.\ed at the corporate level and again when it is paid to shareholders as 
dividends. Intercorporate dividends are also often subject to tax. creating yet another level of taxation. 
When the taxpayer dies, the estate and gift tax may tax his or her investments one final time, if what we 
fax we get less of, then we have sought to punish savings, investment, and entrepreneurial activity. 

JFAy Ife Mmt Caret The Economic Effect.- As bad as compliance costs are, estimates of efficiency 
tosses of the federal tax system can dwarf compliance costs. Efficiency costs, deadweight loss, reduced 
output, e.xc«.ss burden (all terms for the same thing) occur when tax rules distort the decisions of 
individuals and businesses regarding work or lei.sure, savings and investment or consumption. By 
changing the relative value of highly ta.xed and lightly taxed activities, taxes alter decisions .such as what 
to consume and how to invest. When taxpayers alter their behavior in resptmse to tax rules, they often 
end up with a combination of savings, investment, or consumption and work, risk taking and leisure that 
they value less than the combination they would have preferred to make irdecision.s were freed of any 
tax influences. According to a GAO study, efticiency costs imposed on the economy on the order of 
magnitude oftwvJ to five percent of Gross Domestic Product (GDP).*' Based on GDPof$l4.S5l 
trillion ill 20 1 0, efficiency costs can fop S728 billion. In feci, the economic loss increases with the 

* I iw, tvnh she I'uiure iiKoroc stream afui its capitalisalien are uksL «onstii«tin| still aiwther layer of multiple taxation. 

"ius humnnin of Ksiimaies of ihe Costs of the Federal Tax U.S. Ooveramcni Accountability Olllcc 

Retx-i i \(K August, 2005, p. 20. 


10 


VerDate Nov 24 2008 


08:53 Mar 09, 2012 Jkt071698 PO 00000 Frm 00077 Fmt6601 


Sfmt 6601 


C:\DOCS\71 698.TXT DPROCT 




74 


square of Jhe lax rate.** Similarly, the economic gain &om. reducing marginal tax rates increases at a 
more rapid rate than the reduction in the lax rw. 

What ate some of the wstys in which high marginal rates and triplicative taxation of savings and 
investment create such distortions? As noted, they create an incentive to consume now rather than mvt 
for the future. Aithoagh martet interest rates effectively pay people to defer consumption into the fowre 
(i.e., to save), because the ta.x wedge reduces those payments, people inevitably will choose less future 
consumption (saving) and more current consumption. This harms the economy because less saving 
results in less investment, less innovation, slower growth, and lower liitare living standards than would 
be enjoyed without ,a tax on saving. Future consumption is reduced by both the extra current 
consumption and the forgone returns that greater saving would otherwise have produced. Some of this 
loss is a deadweight loss to society; that is, a loss to some that benefits no one. Etiminating taxes on 
capital income would eliminate the tax wedge on saving, and total saving would be mtich closer to the 
optimal amount. The tax system would be "temporally" neutral in the sense that it would not affect the 
choice between current consumption and future consumption (saving). 

Through this distortion and through confiscation of net profits from which investments are made, 
fnargin.<«l tm rates and a bittsed tax base reduce capital formation and the savings and investment 
necessary to fmanee the higher levels of capital per worker that increase productivity, output, 
competitiveness, and material well-being. Investment is important to all wage earners because of the 
relationship that exists between real wage rates and the level of capital investment per worker, which is 
the most significant contributing tactor to achieving higher real wages. A worker or farmer, for 
example, is more productive if he or she has more machinery and equipment to work with, particularly 
new equipment that incorporates the latest technological innovations. Higher productivity leads to 



“ .More formsilly. the increases with the square of the tax rale. See almost any Price Theory textbook tor a Jiscussiwi of why. 
For a detailed imtl matlKsnatically sophisticated discussion, see Auwbadi, Alan J., and James R. I lines, •T.ix.isi<<n and 
Esernttnic ElTickncy,” Handhoek of I’ublic Ecommicf, Vol. 3, Chapter 2 1 , sections 1 -3. For a siwrt sumnia j , see 
Economic Report of the President. February' 2005, Ch^cr3.p. 71. 
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Source: Gar>' Alsksna Robbins. Insiiiute ^ Poli^^ limov^ion. 

higher real wages. Employers cannot |>ay workem hlghw wages than their productivity justifies without 
jeopardizing their businesses. Higher investment levels per hour worked explain as much as 97 percent 
of the increase in inflation-adjusted tvages since i 948, as can be seen in the chart above.'^' 

As consumption is to savings, theory suggests that an increase in the marginal income-tsx rate makes 
leisure relatively less expensive. This tends to increa^ leisure relative to consumption and work. As this 
happens, GDP falls. The evidence from economic research indicates that high and increasing marginal 
tax rates have serious negative consequences on tabor supply, as well as economic growlh, and capital 
formation,*'' A decrease in marginal income-tax rates on labor income makes leisure relatively more_^ 
expnsive. Thus, leisure decreases and consumption increases, which increases labor input and COP.*' 

Nanieroiis studies have found that high marginal ta.x rates not only reduce people's willingness to work 
up to their potential, but to take entrepreneurial risks, and to create and expand a new business {ably- 
surveyed by Karabegovic et a/. ■^(2004)). Personal income lax rates have a direct effect on small 
business profits, hiring, investment, and growth. Recent research by CarroO, el at., measuted the impact 
of mwginal lax rate cuts under TRA86 on soie proprietor revenue growlh.^^ They found that tax rate 
reductions had a "significant influence" on firm growth rates and concluded that a tax cut that raised 
t3.xpayefs' after-tax share on marginal income {i.e. one minus the tax rate) by 10 percent would cause 
them to increase business revenues by 8.4 percent. Another paper by Carroll, et at., examined changes in 
sole proprietor capital investment before and after TRA86. The authors found that "changes in marginal 
tax rates have a substantial impact on entrepreneurs' investment spending." For example, they found that 
a five-percentage point change in marginal tax rates would cause a 1 0-percent change in capital 
investment expenditures. 

A third paper by the same authors examined the effect of personal income tax rates on sole proprietor 
hiring decisions."** Tliey found that a tax cut that boosts after-tax income by 10 percent would raise a 
smali business's likelihood of hiring by 12 percent. In summary-, reductions in marginal inwme tax rates 
c«Hi be expected to have an expansionary impact on .America's small business sector.* 


** Hobbins, Oary and Aiecna, The TmthAbom Falling IVage.';, InstiltUc tor Policy IniHH-ation, Tax Action Amtiysts. 
Economic Scorerart, Third Quarter, 1995. p. 5. 

^ Federal Reserve Bank of Minneapolis senior adviser EDWARD PRESCOTT, co recipient oi'tlje 2004 Nobel Pri* in 
eetrnomics, foand that the "low labor .supplies in Gcmianv . France, and Itaiy are due to high Imarginal J tax rates" (Prescott 
2004. p.7). 

■** Prescott attributes iower labor-force participation in some European countries almost entirely to higher marginal tax rates, 
itotwr marginal income-tax rates, he suggests, wouid increase the labor supply and therefore total output in the process, 
^Karabegovid, Amelia. Economic Freedom of North America. Fraser Institute (Vancouver. 0.C.), National Center for Policy 
Analysis {U.S. 1.2004, 

Robert Carroll, Douglas Holu-Eakin. Mark Rider, and Harvey Rosen, "Personal Incetne Taxes and the Growth of Smalt 
I ifms."Tax PoHcy and the Economy. Vol. 15. 3001. 

"X'amiH, cl.al,* "Taxes and Enta-preneurs' UseofLahor," Journal of Tabor Economics, Voi. IS, No. 2, p(i. 324-351. 1999. 
* i his is imprraam because small businesses fill a unique role in the economic gawvth process. While m-any small 
buMncsscs May small, sonic w ill grow to become leaders in whole new industries. New firms often challenge existing 11ms 
w ith umned ideas and thereby generate greater competition and efticieney. Evidence suggesis that smali firms perform s 
dispn pj-nionatcK large share of radical innovations in the ectmomy. 
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L.ifetinie family work effort and entrepreneBrship ate not the only things affected. Nobel laureate Robert 
Lucas emphasized the deleterious effect on econwnic^owthofhigh tax rates on capita!. Philip Tro.siel 
focused on the impact on Homan Capital, finding that hi^ marginal ta.x rates on labor income reduce 
the lifetime reward from inve.sting time and money in education. There are evidently many channel.s 
through which high marginal tax rates may discourage additions to personal Income, and thus also 
discourage marginal additions to national output {/.e, economic growth). Countries in which the 
combined marginal impact of taxes and benefits is to punish success and reward indolence often face 
“capital flighr and a “brain drain.” And finally, the U,S. tax code ^ high rates with a bounty of 
subsidies, shelters and special breaks — has made American multinationals wwM leaders in tax 
avoidance. Loophoies (the result of lobbying thero»lves) severely distort market behavior, influencing 
behavior based on ta.x preferences rather than economic choice.^'* 

The bottom line is simply this. People react to tax incentives or tax increases for the same reason ttwy 
react to price incentives or increases. Supply (of effort and investment) and demand (for government 
transfer payments) respond to marginal incentives. To increase income, people may have to study more, 
accept added risks and responsibilities, relocate, work late or take work home, tackle the dangers of 
starting a new business or investing in one, and so on. People earn more by producing more. Because it 
is easier to earn less than to earn more, marginal incentives matter. To the extent to which a country’s 
tiK system punishes added income with high marginal tax rates, it also punishes added output— that is, 
economic growth. 

C, Our international System is Anachronistic. 

The U.S. international tax system is today an embarra-ssing anachronism. When it was shiny and new in 
1 91 S - the year President Woodrow Wilson donned his top hat to become the first president to leave 
North America - we led the way in enacting a system where income taxes duly paid to a foreign country 
could be credited against U.S. income ta.xes. Ten years after that, in 1928, the League of Nations 
introduced dntft mt^el income tax treaties, based on this tbmiulation. 

Time has passed us by. As our tax code remains anchored in the past developed at a time when the U.S. 
was more insular in trade and a dominant capital exporter, before the age of consumption taxes, the 
world economy and our role within it has transformed. Throughout the 1920s, the U.S. was running 
budget surpluses. Today, of course, the U.S. is a net debtor nation running huge budget deficits, and 
trade deficits with nearly every major partner is nearly every traded gcMid. In the 1920s, we were a net 
creditor nation. While in 1961. the U.S. exported just under S21 billion ($159 billion real terms today) 
and imported appro.ximately$14..5 billion in merchandise ($110 billion today), we exported $1.4 trillion 
of gooi and services and imported $! .8 trillion from January to Augu-St of this year alone,^’ During 
the 1920s, federal revenues averaged about 4 percent ofGDP. In recent history, Ifom 1971 to 2010, 
revenues have averaged 18 percent of GDP. Technological improvements in communications and 
transportation, and the opening of formerly closed markets have created permanent interdependencies 
among nations that will exponentially increase this volume of trade and with it the need to get our 
international lax regime right with the times. 


Ogd.sU Mamm, ( 'ihan-Brwkings Tax Policy Center, “Caalng Tax Preferences Is Key to Tax Reiormaod Deficit 
Reduction,'" restimunv before the Senate Committee on Fcbniar>^ 2011. 

ht’.p- ccn\us.gu\ tbrcigii'-tra<Je/Press-Rclease/c«p^t_^^_reJcase/ft900.pdf 
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Our failure to evolve with the internati«Kil economy has been succeeded only by our failure to keep 
pace with evolutions in its tax laws. Today, the U.S, is: 

• in the minority in trying to tax its multinational corporations on their foreign earnings. 

• v'irtHtliy alone in imposing some of the highest tax rates in the world 

• and virtually alone in failing to adopt a border-adjustable destination based consumption tax. 


Mg/i Kates Diminish Foreign lmx>stmeiit ami Discourage Repatriation.— How do these 
anachronisms perversely influence corporate decision-making and impede competitiveness? 

At the core of our international tax system, as most tax policy gurus know, is the principal of 
extraterritoriality. What this principal means in the context of outbound transactions is that the ll.S. 
system will ta.\ its individual residents and citizens, and corporations on their worldwide income under 
the rates specified in IRC section I md 1 1 (the individual and corporate rates), regardless of where that 
income is derived. U.S. taxpayers engaged in activities abroad generally compute taxable income in the 
same manner as U.S. taxpayer producing solely with the U.S. Because the norm of international 
juridical t8.xation, with the U.S. generally follows, cedes the primary taxing authority to the country or 
teiritorial connection (i.e., where the income is earned) and the residual taxing authority to she county of 
residence, the U.S. seeks to avoid double taxation by crediting any income taxes paid to the foreign 
country, against the income tax otherwise due in the U.S.^* One of tlie largest exceplioii,s to deferral is, 
of course, Subpart F, which was introduced in the Kennedy Administration in exchange for lowering 
rates, and is intended to discourage U.S. corporations from redirecting income outside the U.S. in order 
to avoid immediate U.S. taxation. 

While the extraterritorial credit system is at least in theory straightforward - by crediting the foreign 
taxes paid on the foreign income up to the rate of tax imposed on that income we seek to avoid taxing 
the same income twice -- it is ridiculously complex in application. That is because before one can 
determine what credit can apply, the U.S. resident, citizen or coiporation most first determine where the 
income and deductions are sourced under an elaborate set of rules, modified further by treaty and the 
intercompany transfer pricing rules. One must determine whether and to what extent the foreign taxes 
are even creditable. One must then compute the direct and indirect credit (on dividends) by distributing 
the income within more than nine separate “baskets” for which the foreign tax credit is individually 
limited - enou^ baskets to turn any sane individual into a “basket" case. And neither least nor last, 
before detennining the credit to which one is entitled, one must determine if deferral from a subsidiary 
must yield to any one of the separate rules under Subpart F pertaining to Controlled Foreign 
Corporations. 

Because the U.S. is virtually alone in trying to tax its multinational corporations on their foreign 
earnings, it incentivize,s companies to avoid those taxes indefinitely by keeping profits overseas. That in 
turn encourages companies to use accounting maneuvers to shift profits to low-tax countries and to 
invest profits offshore. However badly U.S. multinational corporations who earn money overseas want 
to bring that money back home to the U.S., our international tax system discourages, and .some would 
say “penalizes” repatriation of foreign earnings by imposing a 35 percent residua! U.S. tax at the time of 


A ll.S. paraU of a foreign .substdiaiy is generally nqt tsecedon foe earnings of the subsidiary itati! distributed at which time 
the credit is imputed. IIRC section 95 1 “%0. 
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repatriation. As a result, several high-profile U.S. muitinational corporations are sitting on large piles of 
cash earned front foreign operations. Y« these same cojporations are actually borrowing money rather 
than repatriating their offshore cash. 

How much money is trapped offshore? U,S. moltinationa! companies 'MNCs currently hold an 
estimated $1.4 trillion in foreign earnings overseas. About $581 billion in after-tax dividends will be 
distributed to II.S. shareholders, according to one recent study And that same study stated that 
spending could increase gross domestic product by $178 biHion to $336 bjUion and will add 1 .3 million 
to 2.5 milionjobsifwe were to offer a temporary reprieve from the repatritlion tax, as well as boost 
U.S. tax reveniKS. About half of OECD nations do not have this problem because they have “territorial” 
tax systems. 

Our extratetritoriai income tax system affects It.S. entities and corporations in more ways than by 
frustrating their effort to repatriate earnings like their competitors based in lower taxed jarisdiction.s can 
do. Tltat is, in a manner of speaking, just a symptom. The greater infirmity is that rate of the tax we 
imjtose makes the U.S. one of the least favorable locations to base international operations. 

Again an understanding of the U.S. international tax system is critical. Broadly stated, nonresident alien 
individuals, unincorporated entities even corporations arc taxed like U.S. taxpayers on roost U.S. 
Business income. An individual is taxed when it is engaged in a trade or business on income effectively 
connected to that trade or buisiness (IRC section 87!(bT A foreign corporation is likely taxed under IRS 
section 1 1 an its taxable income effectively connected with the conduct of a U.S, trade or business (IRC 
section 882). But nonresident individuals are also subject to U.S. taxation on some types of recurring 
investment income. And a corporation who is conducting a trade or business may be also subject to the 
Branch Profits Ta.x.’'' 

Paradoxically, despite having the highest national statutory rate, the U.S. raises less revenue tan its 
corporate tax than do the other members of the OECD on average. In tact, federal corporate income 
taxe,s raise little revemic compared with other federal taxes; roughly comprising 1 1 .6% of total federal 
tax revenues. At $191 billion, they were equal to 1 .3 percent of the nation’s gross domestic product. 

The combination of high rates, worldwide taxation and a competitive global maitetplace makes our 
corporate tax system extremely punishing. But it is the marginal tax rate - the rate on the last dollw of 
income earned (which is very different from the average tax rate, %vhich is the total tax paid as a 
percentage of total income earned) - that matters the most. The rate at which we tax decisions at the 
margin matters in at least two regards; (1 ) it discourages foreign corporations from locating their 
corporate offices or subsidiaries in the U.S. and in locating plants, facilities here for production pufpasc.s 
(5,e., it influences the location where capital is deployed), and (2) it encourages outsourcing of plants, 
facilities and production facilities of domestic multinationals to jurisdictions where the taxe,s imposed 
are less.” 


• 1 he for the I hS. Tconomy of a Temporar)' Tax Reduction on the Repatriation of fo^'ign Subsidiaf}' Eanongs ” 

b\ I .'ura D’Anda-a Tywn. Ph 0.; Kenneth Serwin, Ph.D.; Eric Drabkin, Ph.0. (October B. 20{ U. 

! ‘fc i-'ranch p^oft!^ t.sN is an extra inc«»inc tax imposed In- the U,S. or ibreign ct>rp*>raU<'ns that cam iVom their VS. 
tfu i.s;rKnt> \'r * ' s hitsincvs cfvranons. 

itit^r Bai this f I Commission), Hari>’ (Tiibu^ University and CKPR) 
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Biirder Vtljiisfalik' I .i\i‘s Ai'i as ! ii,inswere«l Twde Subsidies.— Add to this the fact most of our 

iradiiig partners ctfeeliv d) rebate their laxes at the border and provide for themselves a powertui export 
trade suhsulj .tnd beneiit for consumption of domestic goods that is unanswered by She U.S. It is a 
u i dels uiiderskxxi ptoposiiioti that the U.S. should not target a particular trade deficit level, subsWee its 
vxinirtcr-, or impose laritfs on imports. The reason, established clearly in economic theory, is that doing 
s<.i interferes « ith mutually beneficial transnational economic exchanges, to the disadvantage, in the 
aggregate, ol'both countries' economies. However, the U.S, government should not, as a matter of 
policy . accord a huge aJi ant,ige to foreign companies competing in the U.S. market or impose # huge 
disaiHaiuagc on American producers and workers selling their goods and sereices in the U.S. and 
foreign markets. 1 hat has been (he effect, however, ofborder adjustable VATs. 

t'sto.sider this, fhe 1 ',S. t,ix system imposes heavy ineome and payroll taxes on U.S. workers and 
businesses pnHlucing gotkls in the U.S. whether those goods are sold in the U.S. market or abroad. 

ReetiH 1 ,S. corjwrale taxes are the .about nine pereentage points higher than the OECD average.'”’ The 
t .k,. !un\ei cr, imposes no corresponding lax Wden on foreign goods sold in the U.S. market. 
Morctner. f ireign V.ATs - a major component of the revenue raised in most developed countries ~ are 
rebated if foreign goods are exported to the U.S. market. This creates a large and artificial relative price 
aihaniagc tor foreign goods, in both the U.S. market and abroad. 

1 he table below ilkistrtrtes this point. American producers pay tw'o sets of taxes when selling into 
fireign markets. Conversely, in U.S. markets, foreign goods bear no U.S. tax and the foreign value 
added tax is forgiven. Thus, a most manifest unfaime-ss in the U.S. tax sy.stem is that it places U.S. 
producers - including businesses and workers in manufacturing, agriculture, mining, and forestry - at a 
latie competitive disadvantage relative to their foreign competitors here and abroad. Our failure to 
counteract these border-adjusted ta.xes explicitly encourages consumption of foreign, goods. And it 
converts many of our nation’s retailers into tax free trade zones for foreign produced goods. 


Advantage for Foreign Producera 



Sold in U.S. market 

Sold in foreign markets 

U.S. production 

Pays U.S. income and 
payroll taxe.s. 

Pays U.S. income and payroll tax & 
foreign VATs. 

Foreign production 

Pays no U.S. income or 
pttyroH ta.x and no foreign 
VAT. 

Pays foreign value-added tax. 


The II.S. has adopted this seif-dc.structive policy, in part, because of our entirely laudable commitment 
to free enterprise and our rejection of mercantilism. At least since WWil, American busines.s and 
political leaders have viewed free trade as the basis for international peace and prosperity. As the 
dominant economic and military power, the U.S. led the movement to dismantle trade barriers, both by 
setting the example and by supporting a New World Order of international trade regulation (GAIT and 
WTO), economic cooperation (OECD), and customs unions (such as the European Union and NAFT.A). 


! VC i doen tlsHcnritumal Monetary Fund and CEPR) anti Ga^an Nieode'me (Kuropciin CtrmmisMcn. CLB, i ESb'o ,risd 
EC \RFS). Intcmational 1 axatk'W and MulUnationai Firm Location I^isions t-April 2000}. See aistr Claudio A Aeertrui. 
I he ! vp ict of State t’orporate Taxes on FDi tocation,* Pubik Flimiice Hevkw 20 ( 17 : 2$: 355. 

* i dw. I V ( 'll! IS, *■ The t '.S, Corjxwtc T »i and the Global Economy," Cato Institute, .September 3003. 
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According to the OECD, its members h»ve reduced their average tariff" rates from 40 percent at the end 
of World War H to 4 percent today. The average import du%' on goods in the U.S. is currently 1 J 
percent, 

Tcxiay, the 29 of 30 OECD countries have enacted border-^justable tax regimes. America stands 
nearly alone as the sole developed economy, which refuses to adopt a border-adjustaWe tax system. The 
European Union 15 ha.s an average standard VAT of 19 percent, and the average OECD stan&rd V.AT 
is !S.5 percent During the 1990s, Mexico and Canada increased composite rates to ISpereentfrom 10 
percent and 7 percent, respectively, and China adopted a 17-perccnt VAT in 1994. As foreign 
governments have increased the VAT. they have also reduced effective corporate income ta.xes. 
Meanwhile, high II.S, corporate tax rates today coupled with our custom of faxing the foreign income of 
coiporations based in the states causes the flight of corporations' headquarters to countries that exempt 
taxation of overseas income. In effect, the U.S. tax system is distorting the international marketplace 
and literally driving plants and good jobs out of this country' at a devastating and unsustainaWe pace. 
There are, after all, only so many .assets we can sell to foreigners before the entire financial system 
enters into a severe crisis. 

Some economists mistakenly argue that if America adopted a border-adjusted tax system, am relative 
price change would be eliminated by an offsetting appreciation in the dollar. If the FairTax were 
implemented, for example, they hypothesize that the price change would be offset by a 23 percent 
immediate appreciation in the dollar. The appreciation in this case, they contend, would be caused by a 
reduction in U.S. demand for foreign currency to acquire (the now more expensive) foreign goods and 
an increase in foreign demand for U.S. currency to acquire (the now less expensive) U.S. goods. 
However, the arguments are dubious. The problem with that logic is that the demand for U.S. dollars is 
not limited to the traded-goods market. Nearly $90 trillion in U.S. assets ow'ned by households and non- 
financial businesses are denominated in dollars. Financial institutions trade trillions of dollars in 
securities and currency each day based on expectations and guesses. Furthermore, the non-traded goods 
and services sector is also denominated in dollars and exceeds the traded-goods sector in size.^^ A study 
by Professor Tim Hausraan of the Massachusetts Institute of Technology is helpful to understanding this 
problem." 


H lievveyw, these economists are ri^l and there is no increase in the competitiveness of II.S. goods because of a 23- 
percent inaew in the price of the dollar (more or less precisely ) relative to foreign cutreacy, then tint mtms the FairTax 
will have succeeded in incressing the wealth of the American people by something on the oKkrof $20 Iriliion (23 percent of 
S90 trillion) relative to the rest of the world, an insiantanctrus increase nearly equal to the value of all the gotxls and services 
produecd in the U.S. over two years. Thai vsould be reason enough to enact the FairTax. Unfortunately for American asset 
owners, it is impossible for foe traded-gt»ds sector to dominate the cunreney movemettis, .since tile dolt»r-a»ct narkets are 
perhaps 1 00 times jb large as the annual traded-goods market (net basis). Seel). KWandB. 102, Flowoflfonds ACCOMIHS, 
U.S. of America, Fourth Quarter 2004, Federal Reserve System, for statistical information on asset markels. 

“Profewr Hausman found; 

(1) That foe existing disparity in treatment of corporate income taxes and V-ATs for purpo.ses of border adjustment leads 
to extremely large economic distortions. 

(2) Ibal U.S. c.\porter.s lypically bear both domestic income taxes and foreign VATs in .selling abroad. 

0) That foreign exponent in countries relying largely on VATs typically receive a full relxite or.such ta.xes upon cx|»r! 
to the U.S., and are not subject to U.S. corporate income taxe.s. 

(4 ) I hat this situalion creates a very significant tax and cost disadvantage for t IS. producers in imcmational trade with 
significant impact on investinem d^isions - leading to the location of major manulactiiring and other production 
facilities in counifies that benefit from current rules on the border adjustment of taxes, 

( 5 i I h.it elimination of the current disparity in WTO rate (by eliminating border adjustment for either iItcci or indirect 
i.sxcsi would incicascl’.S. exptrttsby 14 so l5perceftl,rffappfOxlmateH $100 billion based upon 3004 imfHut levels 
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Bordcr-adju-'laWc are. quite simply, Ihe most powerfal weapons foreign producers have against 
I IS. producers and workers. t)ur failure to adopt a destination-hased consumption tax sends a clear 
message to .American poKiucers: P!ea.se, move yoar plants and facilities overseas, hire foreign workers, 
and then market >our pniduets hack to the American consumers who are punished for saving and 
rew arded fi'r overspending. It sends a clear signal to retailers; stock foreign inventor)'. It sends a clear 
signal to consumers: bu> foa-ign products. Ute problem is that American industry and consumers are 
taking the t'ongrcs.s’ tax policy advice. Market forces do work. And the burgeoning trade deficit is one 
ot titc consequences of ('ur failure to confront diis reality. The decimation of our domestic producer 
base results in job losses for America’s middle class, lost opportunities for the young, suffering for the 
pewr and a widening wealth gap. 

II. I'he Meilii-inc; flirec Wavs the FuirTax Helps Businesses 

■As w e iamenl the maladies of the current system. Congress has clear options. The best example of a tax 
regime that would permanently save compliance costs is the FairTax. The FairTax has been introduced 
in the House b> Repre.sentatisc Rob Woodall asH.R. 25 and in the Senate .as S. 13 by Senator Saxby 
Chambliss. I he House bill now has ffo cosponsors, more than any other ta,\ replacemcM plan in a 
ccmiir). I he Senate bill has S cosix'issors. Some are on ihisCwnmttlee. 

The FairTax is an integrated lax replacement system that repeals all current taxes imposed by the 
internal Revenue Code on income and wages, including personal, gift, estate, capita! gains, alternative 
minimum. Social Security, Medicare, self-employment, and corporate taxes. In place of these taxes, the 
Fairfax imposes a single-rate tax on the final retail sale of new goods and services used or consumed in 
the U.S. at the revenue-neutral rate of about 23 cents from every dollar spent.’* The FairTax plan also 
a,mends the U.S. Constitution so that the income tax chapter of American ta.xatioii is closed forever. 

To ensure the FairTax does not cascade, business-to-business transactions are not taxed under the 
FairTax. Intermediate goods and services are properly treated as inputs into goods and services sold at 
retail. Unlike the current system that taxes income multiple times and on an inconsistent basis, the 
FairTax ta.xes income only once, upon consumption. 

A. The FairTax Would Reduce Compliance Costs More than Any Other Tax 
Replaccment/Reform Proposal. 

Compliance Costa Are Reduced an Estimated 90 Percent Under the FairTax . — The Tax Foundation, 
the oldest national tax research organization, has estimated that compliance costs would drop more than 
90 percent under foe FairTax."'* No other plan that has been developed or could be developed would 
eliminate wasteful compliance costs quite like the FairTax, Consider that by imposing ta.xes at the cash 
regi-ster, the FairTax wholly exempts individuals from ever having to file a return. Since business-to- 
busincs,s transactions are fully exempt, businesses that serve other businesses will neither collect nor pay 
taxes. Retailers, most of which already collect state sales ta.xes (in the 45 states that have them) are 
provided an administrative credit compensating them for the costs of sales ta.x compliance. It reduces 
the more than 700 incomprehensible sections of the Internal Revenue Code to one simple question asked 
of retailers: How much did you sell to consumers? 


This is a taxdmimivc rate, the .same means by which the ineome, payroll and capita! gains taxes it replaces are measured, 
Balt, Arthur P., ‘Compliance Costs of Attemalive Tax Systetas,” Tax Foundation, Testimony before the House Ways and 
Means Committee, .lune !s, 1995. 
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Examples of provisions in the tax law that cause great complex!^* but no longer exist under the FairTax 
include the uniform capWkation rotes for inventoty; the qualified plan rales that establish various top- 
heavy, non-discriminalion, participation, vesting, mtd other rules for approximately a doien different 
types of retirement savings accounts; the j«$sive loss limitation rules; the alternative minimum tax; the 
tjualified dividend rales (for detennining whethwlhe 15- percent rate applies to dividends); the different 
depreciation rules applicable for regular tax, AMT, and earnings and profits putposes; the complex rates 
governing whether mergers, acquisitions, and liquidations are tax free; and, in the internationa! area, the 
separate basket limitations; income sourcing and expense allocation rules; controlled foreign 
corporation; branch profits tax, and passive foreign investment comimny rules. 

The FairTax would be a much more efficient taxation system from the point of view of the 
administration, collection, and filing costs that it would bring about when compared to the 
administration, collection, and filing costs of the current tax system it replaces. Researchers have found 
the administrative costs of state sales tax vary as a percent of revenue received from between 0.4 and 1 .0 
percent, and average 0.7 percent of revenues received.^' The compliance costs imposed on businesses 
from state sates taxes have been estimated to fall between 2.0 and 3.8 percent of revenues.'*’ Based on 
similar methodology, researchers have estimated that the costs to comply with a nsiliona! sates tax would 
be as low as I .f) percent of collections, compared with the flat tax at 1 .2 percent of collections and a 
consumed-income tax at 4.6 percent of collections.'''* 

According to the IRS, historically about 12 percent of all C and S Coiporation returns were filed by 
retail finns.'*”' Retail trade accounts for about 12.9 percent of all business establishments in the U.S., 
according to the industry statistics as well. There are approximately 25 million business establishments 
in the U,S. FairTa.x.org estimates that, including retailers and service providers likely to sell to 
consumers, the number of businesses remitting the FairTax is, therefore, approximately 13 million firms. 
A study by Beacon Hill institute, found that the FairTax saves $346.5 billion in administrative costs in 
2005 when compared to the administrative costs of the current federal tax system it replaces. Tltis 
implies a saving of $14.70 per $100 of the gross revenue the FairTax would collect. 

Under the Fair Tax, cerlain transactional areas still require special rule.s. For example, the treatment of 
rmanciai intermediation services, the treatment of mi.xed-use property, and transitional considerations 
will add some complexity. However, when fully operational, the main decisional juncture is reduced to 
the analysis under one current code section - section 162. Was a purchase an “ordinary and necessary" 
business expense? Any tax system that does not seek to tax business inputs (meaning any well- 
considered tax system) must make this essential distinction. 

In summary, the savings from the reduction in ta.xpayers, the reduction in decisionai points by 
simplicity, and the reduction in the events of taxation, are robust enough to ensure that even if any 


Dm. John F., and Jotin l„ MikeseU, Tmiioa. SiaUmKllix<ilSlruelttreandAifmlniamiitm.S&:m>i e4iti6n. 
Washington. iXC: Urban Institute Press, 1994. 

Research SBinmarin'd by Cnossci). Cnosscn. Sijbrai. “Administrative and Coropliaiwe Crwts of the ViVT; A Review of 
the Us yence,” Tax Imemational. Vol. 8, No. 2S, Jmro 20, ?904, pp. 1^9-68. 

■** I lail .XrUtfir F’.. •‘CompHance C\>sis of Alternative Tax Tax FoandaiSon Sptx;5al Brief befotx? ihe House Ways & 

McatiA C oiDfru'Uee. iune 1995. 

fKS Staiisfies of {tveome, 1 able Corporation Income Ta-x Returns; Selected Balance Sheet, Income Siatcoiem, and 

fax Ucnis. Norih American Industry Classification Sy^CTi (NAICS) Sector and by Asset Size. 
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additional spending were needed under the FairTax to hold avoidance and evasion to their current levels; 
this increased spending would never overcome the savings the FairTax brings when connwed to the 
current taxation system. The Laffer study on tax code complexity previously mentioned finds shat 

over 1 0 years, an increase in our annual economic growdi tatc between 0.45 percent (the low-end 
estimate from a 50 percent reduction in tax complexity) and 0.9 percent {the high-end estimitte from a 90 
percent ,reduction in tax complexity) becomes significant. By the lOth year, per capita incomes would he 
$2,800 to $6,000 higher. So enacting the FairTax plan, which reduces compiiance costs by 90 percent 
would create an increase in income growth and tax revenues mote than double what would be expected 
with other tax refonn plans that only bring about a 50 percent reduction in compliance costs. And this 
of course would inure to the advantage of business, particularly small business that again bea» the lion’s 
sfiare of these costs. 

Of course, higher economic growlh by itself would raise lax revenues as welt. The benefit from reduced 
ta.x comple.xity could significantly reduce our national debt. Due to enhanced econotnic growth, over 
the entire lO-year period, increased ta.x revenues at current ta.x rates are between $650 billion and $1.4 
trillion in net present value terms*. 

The Katie of Cost to Actual Complimce Would Greatly Improve.- The twin adv'anfages of .simplicity 
and visibility produce another benefit; Greater enforceability with less inlrusiveness. Recall that 
complmnce costs are only the price to achieve compliance. 

It is true that some people will evade ta.xes no matter what the governing tax system. The difficulty of 
enforcing the income tax (a tax based on a complicated legal concept of income, deductions, credte, 
exclusions, deferrals, e.xcmptions, and allocations) will only worsen in the digital age without much 
more stringent and onerous regulation. 

Analytics and empirical evidence .suggests that the FairTax would increase voluntary compliance at the 
same time compliance costs are reduced. For example, much of the tax gap today is attributable to 
mistakes caused by the complexity of the law. M istakes and confiision would be all but eliminated 
under a system that creates no exemptions, and dispenses with the complex is-sues present today. And 
the FairTax improves alHhe know n factors that bear upon noncompliance, including reducing the rate 
and the number of focal points. The more than 60 years of practical experience in administering sales 
taxes at the state level supports the assertion that the FairTax would be adniinistrable at higher 
compliance rates relative to administrative and compliance costs 

Not only are the administrative am! compliance costs of a sales tax much lower than an income tax per 
dollar of revenue received, the compliance rate is higher. A Minnesota study in the year 2000 compared 
input-output data to ta.xable sales and estimated how much tax should have been collected. The 
difference between estimated and actual collections was 9.9 percent. The sales lax gap was therefore an 
estimated 9.9 percent in Minnesota. This compares favorably to a federal tax osmpliance gap (and 
therefore a state income tax compliance gap) nearly double that amount, despite the imposition of much 
higher administrative and compliance costs. Overall, the noncompliance rate is from 15 percent to 16,6 
percent of the true tax liability, according to the IRS, and that same rale of noncompliance can be 


I ycrck. Fuvl Bachman, and .AlionsoSanchex-Pefialver. Tax .^dmmistratien arid Collection Casts: The FairTax vs. 
she I Fedcr.ii Fax stem. The Beacon Hill Imtitste at Saflbik Umverslty. Sept. 2007, 
l.atCv. tvinegarden. .ind Childs, Economic Burden Caused by Tax Code Complexity, April, 2011. 
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expected to apply to the state tax system that relies on fte Federal enforcement apparatus. In the 
broadest aggregate, assuming the gap of $353 billion, gross noncompliance is about IS percent of 
revenues,^' Tlie evidence at the state level suggests sales taxes -even those at the state level that are 
largely very' complicated and which cascade - have twice the compliance rate of the income tax at a 
fraction of the cost. 

To understand how a simple plan reduces the tm ga(i, policymakers must distinguish between two 
components of the ta.x gap: Fraud and non-fraud emitributions. The ta.x gap is certainly comprised of 
taxes not voluntarily paid because the taxpayer violated a known legal duty (evasion), but it is also 
comprised of failures to pay that are unintentional, such as those caused by mathematical errore or 
confusion. The tax gap is at the same time a measure of the burden and fru.stration of taxpayers who 
want to comply tat are tripped by tax code complexity and of willfii! tax cheating by a minority who 
want the benefits of government services without paying their fair sharc.^* 

The portion of the tax gap attributable to mistake and confusion is high, as high as 80 pereenr. Almost 
40 percent of the public, according to the IRS, is out of compliance with the current tax system, some 
tmintentionally due to its enormous complexity. The reasons for noncompliance are instructive as to the 
benefits of simplicity; ( 1 ) taxpayers lack the requisite knowledge of the tax law; (2) taxpayers interpret 
the law differently than the IRS (3) taxpayers lack record keeping sufficient to satisfy the IRS; and (4) 
taxpayers do their math wrong or they rely on professional return preparers who get it.” The fargesl 
percentage increase In the tax gap from 1981 to 1992 was attributable to math errors, a 212.3 percent 
increa.se. 

Again, the GAO as well as others have indicated that the simpler the rules, the better. According to the 
GAO, ''jtlhis reflects the basic principle that the simpler the tax code, the more certain the results in 
applying it and the few'er the opportunities for disagreements over the 'fine points' of tax law."* The 
increased transparency of the Fairfax system induces more compliance because it increases the 
likelihood that tax evasion is uncovered. 

Even if we are looking at the portion of the ta.x gap attributable to fraud, the FairTax reduces the tax gap. 
To understand how it does so, policymakers need to look at the several tactors that bear upon 
compliance; both fraud and non-fraud. An objective analysis of the FairTax demonstrates that it would 
have a much higher compliance rate than current law (i.e., substantially reducing the large euirent $312 
to 353 billion **tax gap”*') - even with respect to those taxpayers who seek to intentionally violate a 
known legal duty - because it improves upon all known factors that improve compliance. For example, 
the FairTax reduces the number of tax filers by as much as 80 percent, as individuals are removed 
entirely from the tax system and because small firms account for only 14.9 percent of gross receipts by 


*’ The iiKOnw lax gap of $3 53 bUliimiS 1.952 trillion in coitetions for FY 2004. 

** t he iR.S (iefines the tax gap le **tbe dUTerence between the tax that taxpayers should pay and 

what liicy acmaliy pay on a timely basis.’’ The pp is ttroken down into three components by the IRS; Kon-lilmg (failure to 
Ilic a tax reuint). underreporting (understating income, over^ting dcduction.si and underpayment (failure to fatly pay 
rqxvtcd taxes owedi. 

i he annual .tfunrr magarine survey in xvhich 50 accountants (nepare a hypothclicai middie class couple’s tox return and 
come up with at icast45 dittereni answers each year is a majm’ indication that vtur tax system is simply not tKlmmistrable. 

U iiHs. supra 

I he JiitcrcrKC K’twccn what laxftayers should pay and xvtothey nctuaily pay on a timely basis. 
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all retailer, w holesalcrs.. atu! ^en ice providers.*’ Mom than 85 percent of the sales tax is collected by 
less than 1 5 pcrceitt oftlie retailers. Because complianoe is invcreely proportiona! to the marginal rate 
or the rcssard tor being noncompliant.” and marginal ta.x rates are the lowest they can be under any 
sound tax system, cheaters protit less from cheating. In short, tax collectors focus enforcement 
re.sources on far lets er tavpay crs. using consistent and vastly simpler forms, with far fewer opportunities 
to cheat, diminished incci«i\es to do so, and a far greater chance of getting caught if they do. 

B. file fairlax t'oiiliH nleasti r.conomk Giwfli, Increase GOP, Real Wages, the Nuniberof 
■lulls. I ;i\ |{cseiiiie aiiil Oiir Natiini.il Prosperity 

1 low docs the fair Fax address the problem of high ma^ioal rates and double taxation of saving,s and 
iin esimem? I he short answer is lhat the FstirTw has more positive impact than any other tax reform 
proposal because it has the lowest marginal ta.x rates of any plan, a tax base that is neutral toward 
sat ings and ins csiment. reduces compliance costs and eliminates the bias against U.S. producers. J! is 
difficult, therefore, to conceive of a plan that would have a more positive impact on the economy and the 
maleriai well being of the American people than the FairTax.*^ 

Ill the final analysts, the FairTax has the broadest overall base and the lowest marginal ta.x rates of any 
tax refomi proposal being considered today and dramatically lower than the minginal tax rates under 
current taw. 

Kotlikoff s research finds that the current total effective federal marginal fax rales on tabor supply 
appear to be either higher or much higher for almost all American households than they would be under 
the FairTax. 'riie current system’s marginal wage tax rale exceeded the FairTax’s 23 percent marginal 
rate for all of the 42 single and married stylized households he considered.’* 

For some low- and middle-income households, the marginal tax on working under our current tax 
system is more than twice the 23 percent FairTax rate! Take, as an example, a middle-aged married 
couple earning $30,000 per year with two children. Given the level of their federal marginal tax bracket, 
their loss, at the margin, of the Earned Income Tax Credit from earning extra income, and their exposure 
to marginal FICA taxation, their current total marginal effective tax on earning an extra dollar is 47.<> 
percent! 

Since the FairTax taxes consumption at the same rate no matter when it occurs, it imparts no incentive to 
consume now as oppo.«d to later and, thus, no disincentive to save. In economic terms, the FairTax’s 
marginal effective tax rate on saving is zero. In contrast, the existing federal tax system impotses very 
high marginal effective tax rates on saving. For the 42 households considered here, marginal effective 
tax rates on saving range from 22.6 percent to 54.2 percent. 

In addition to imposing, in almost all cases, much lower marginal taxes on working and, in all cases, 
dramatically lower marginal taxes on saving, the FairTax imposes much lower average taxes on 


® !RS .Stattsties of laeome. reported in “Impact on Smaii Business of Repiseing the. Federal Income Tax”, .toini Committee 
on Taxalton. April 23. 1996. JCS-3-%. pp. 109-127. 

” Clollctler. Charles I ’T a.x Evasion and Tax Rates: An Anaij'sis of ImiMdiiat Rentros,” The Ksvmr of Ikenemia and 
StMin Vut. 65. No. X 1983. pp. 363-373, 

In fjci orl; .i head tax or per capita Ux lhat requires eaclipeBOt) to pay a set amount anoiiaJly is more pro-growth bcijust- 
liic m.iriro.*l tax rate would he zero Such a tax, however, wiHiW fenctally be regarded as untair and is ixilitieallj irofxwsiNc 
10 w ‘Ms s I huN no serious anal) st has proposed it. 

" kotlikoil. I .mienee J andiXwid Rapson, "Comparing Average and Marginal Tax Rates under the Fait Tax and t.tai Cimvnt 
System oS I cJciai Taxation.' N'BFR Working Paper No. 12533, tevBedOctoS5ef2(KlA. 
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woikmi,-agi- ilui. does She current system, TheFairTax brcMJcns ihc )4\ bjso item what is 

now pi imarily .■ v> ^icin i>i labor income taxation to a system that taxes, alhcil mdinvtl> , Ivih i.ihoi 
invowe .«nl existing wc.ilih, B> iitctuding existing wealth in the eflecttvc u\ base, much ol which i- 
owned b> .ich and middie-ehics eWerty households, the FairTax is able to ta\ labor income at a I.mci 
cllccihe r.rte>iiid. 'hercb>. lower the average lifetime tax rates facing vcoikiiig-aac \mcric.mc, 

itclou antmwy at tiiitv iiidcpciidcnt research studies on the economic impact ni'fl'c I'.iirl.ic pint K since 
Jilicicii! aniunc at cctin,m>&ls ulili/ing three distinct modeling apfroaches. While the H->ults c,ii\, ai! tluce 
stdJ'cs div'w tiiji (iDPgiowth is significanllyhi^r than it would otherwise he irilvcuricnt ledei.i tax wrtci)' 
:cm,sii!cd ii> I'i-ice !Ik Fairfax plan would also improve wages and the economic well txani; at'all 
\mcticanc, 

1 net. .\iihiii5. I artcr and Moore Kconometrlcs found that the economy fares much better under the 
1 ,iir I a\ ( sec l.ible Ix'iow >. I he economy as measured by GDP is 2.4 }>ercent higher in the fit d \ car and 
II,' pciccin bigher b\ the tenth year than it would otherwise be. Consumption increases b\ 2.4 pcicciit 
mare in the litsl year than i! would be if the current system were to remain in place. 4 he increase in 
cansympsian is Utefed by the 1.7 percent increase in disposable (after ta.\t pcrsvsnal income tli.it 
accompanies the rise in incomes from capital and labor once the Fairfax is enacted. By the tciuh >e.ir 
co'tsumpiioii increases by I ! .7 percent over what it vvoald be if the current tax .system remained m 
place, and disposable income will be up by 1 1.8 percent.* 


FairTax simulation model results 


Cumuiatlve growth mer current svstem 

Year 1 

Year 2 

Year J 

V«ar 4 

Years 

Year 10 

Gros.s domestic product 

2,4% 

5.234 

7.f»4 

8.2% 

9.0% 

11.3% 

Employment 

3.5% 

S.1% 

1JS% 

7,7% 

S..3% 

90% 

IXnncstit' investment 

3xm 

35.4% 

36.')®o 

38,0% 

,38.8% 

41.2% 

Income from employmcm (wages) 

27.4% 

31.834 

34-5% 

M>A% 

.17.7% 

41 ;% 

Consumption 

2.4% 

4,1% 

5.8®o 

7.1% 

8.1% 

n.7% 

Dis|»sabte p«fSo,nal income 
(adjusKjd for clianits in tlie price level) 

!,734 

4,5% 

6.4% 

7.734 

8.7% 

H.S% 


IMta SW (tDP " i . Captfiti md kibt>r re/ ft> etmimf sftws afl?. J 0. 7. mpadf^fy, 


Following the implementation of the FairTax plan, the higher take-home wage provides an immediate 
incentive for people to work more. During the first year, this will lead to total employment growth of 
3.5 percent in excess of the baseline scenario, which continues to grow through year ten such that total 
employment is 9.0 percent above what it would have been under the baseline scenario. The impact on 
total labor income is even more pronounced, increasing due to both an increase in aftcr-ta.x wages and an 
increa.se in the number of people working. Total labor income will rise 27.4 percent in the first year. By 
year ten, labor income will be over 41 percent higher than what it would have Iwen under the baseline 
sce,narto. 


'' Vui'.wi, 1 ,ilTn X, Miw fa'noracifics. “A MasoMunomic .Analysis of the FairTax Proposal." .Americans ibr Fair 
I Kcbi\«th Mom'praph. ,fuly 2006. 
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111 the lecimd Mud). I aureiicc Ktiiiikoff found that switching to the FaifTax f replaces ali federal taxes 
on income » ilh a single rate tax on final consumption) improves capital stock, which is dramatically 
higher in the long run under the I'airTas than under the current tax system. Indeed, the capital stock in 
2 1 00 is %,2 pereeiu higher. \\ hiie the expansion of the capital stock proceeds relatively slowly, it is 
notieeaWc c% cii hj 2!l 1 0. In that year, she capital stock is 12,S percent higher. By 2030, the capita! 
stuck is 4.1.7 percent higlier tli;m would otherwise have been the case. 

I he iiicreascJ capital formtition also leadstoariseinthereal wage per unit of human capital. Rather 
than declining by K.ti percent by the end of the century, dje real wage now rises by 1 7.0 percent. This Is 
3 2.s.0-pereeni dilTcreiicc in real worker remunemtion. Again, the pace of the change is slow, but by 
20.W real wages misler the Fair fax arc 1 1 .5 percent hi^er than they would otherwise have been, in 
iranslbrming the economy's prospect from one of a capital shortage to one of capital deepening, the 
Fair l ax also reduces real interest rates, with the 2100 real interest rate ending up 160 basis points lower 
than under the current system,'’ 

.•\iid the third study, by The Beacon Hill institute, us« a dynamic computable general equilibrium (CC>E) 
model to estimate the impact of the FairTax plan on the economy. Their main findings are; 

• GDP is estimated to te 7.9 percent higher in the flist year, 10.9% higher in year 10 and 10.3% higher in 
year 25 after enactment of the FairTax than what would otherwise be the case tfthe current system 
remsiined in place. 

• ftomestie iiweslment is 74.5% higher, 7S.9?4 higher and 65.2% higher in years 1. 10, and 25, 
respectiwiy. 

• The capita! stock is 9.3% higher in year 5, 14.l%higliermycar lO.and 17.3% higher in year 2.5. 

• Reatwagesare iO.3%, 9.5%, and 9.254 higher in years I, 10, and 25, respectively than would otherwise 
be. the ease. 

• Consumption drops slightly in the first two years (0,6% and 0.8%), and then becomes 1 .8% higher in ye» 
5, 4.3% higfier in year !0, and 6.0% higher in year 25. 

The economic studies discussed above e.xamine only the effects caused by the reduction in the user cost 
of capital and labor responsiveness to changes in marginal tax rates and do not examine microeconomic 
efficiencies gained from a more efficient allocation of scarce capital/labor resources, productivity gains 
from lower private tax compliance costs, or gains in competitiveness from moving to a destiiMtion- 
principle tax. They also generally make limiting assumptions about attracting investment from abroad. 

Replacing federal income, payroll, and estate and gift taxes with the FairTax has a positive impact on 
the stock and bond markets as well. The value of corporate stock or a coiporate tend is the present 
discounted value of the expected future income stream (net of tax) of the stock or bond. 'nHis, a stock’s 
value or a bond’s value is a function of two things: The expected future income from owning the asset 
and the interest rale. If a firm's expected ftiture income stream increases, then the stock will increase in 
value. If a firm’s expected future income stream goes down, then the stock price will fail. If the 
expected future income stream from a bond declines due, for example, to a heightened risk of default, 
then the price of the bond will fall. Changes in interest rates also dramatically aftect the price of stocks 
and bonds. 


” koUkoII. I .Hircnce J and Sabine tokisch, “Simalatlng the 'Dynamle Macrocetmumk and Micrncxomimii; FJTecIs olThc 
1 an Ois," /ax Journal. Jane 2007. 
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Nitnilari>. lower interest rates mean shat the present value of the fiitua- iiscome that a coriwration is 
expected to earn w it) incicave. thus, lower interest rates cause stock prices to rise. \\ hen iniercsi rales 
rise, the present % aiuc ol'tlie cor|>oration’s future income (Jecliries and stock prices decline. 

I he r.tii-Ia.veauses immiiia! interest rates to fail. Interest rates will fall 25-.'5 percent under a 
constimptioii tax like the I air I'a.x,** Rates will drop immediately and quickh wwttrd the current u»\- 
exempt rate. Iiit c.stors v. ill no longer need to receive a tax premium to achiev c a particular atWr-tax rate 
of return. Ihe impaei of eliminating this 'Tax wedge” or tax premium on interest can be seen etcry day 
in the Wall Stivi'i Jounml. Tax-exempt mimicipsl bonds tend to yield about SO percent less than taxable 
ew'porate ix>nds of similar tenn and risk. 

( . 1 Ik- Taii' Tnv UmiUI imroduce to the World the Most Internally Souiwl and Competitive 
I a\ Xy^lem 

/;'//(■< f nn Dim t I.oaiiiitniil Oecmom, and itepatristimi , — Consider what would happen 

to the current imerntstiona! tax problems posed above if the FairTax were adopted beginning with the 
consequences ofthe U.S. being the world's largest national market with a zero marginal rate of tax on 
producth e activity, investment and capital returns. Such a change would have profound relevance for 
both foreign direct inicslment and domestic locational choices. 

The U.S. would become the most altractn'e jurisdiction in the world from which to export, attracting 
both foreign direct investment and domestic investment to base operations here. This, of course, 
satisfies the fundamental policy goal of those who are considering a territorial taxing regime for the 
U.S., as many countries have adopted: that goal is to ensure that a choice between headquartering a 
company in the U.S. or overseas would not be influenced through the application of high U.S, marginal 
tax rates to global income with no connection to the U.S. sav'c the fact that the location of the 
headquartcr-s of the company. The FairTax provides the equivalent of a territorial taxing regime because 
it does not tax foreign sourced income at all, and therefore cedes taxing jurisdiction to the country of 
income source. 

But it improves upon this choice dramatically. The FairT ax would not also encourage investment 
overseas as the territorial tax movement, by its own rationale, admits would occur. In fact, a zero rate of 
U .S. lax would give foreign jurisdictions tvvo choices: Reduce their tax rate on savings and investment 
(which will stimutete global economic reform and growth) or lose investment to America. Companies 
now American in name only would repatriate investment and jobs back to our shores. 

Adoption of the FairTax would also end the problem posed by deferral - which imposes a penally for 
repatriating income earned overseas. Companies here now in name only would repatriate investment 
and Jobs back to our shores without penalty, since the earnings of subsidiaries would not be taxed to the 
parent at all and the taxes paid to foreign nations would not be limited by the complex foreign tax credit 
rules. And since the U.S. would not tax foreign returns to capital (as it would not lax U.S. returns) the 
U.S. market for investment in stocks, in business, in real estate and otherwise would etTectively become 
the world’s largest tax haven for investment capital. 


*** l-i.r m jrojv druikd discussion of the impact a national sat^ tax would have on imercst rates, .wo Ookib, fohn E.. “How 
\\ oiiU T.ix Refomj t-inaneial .Markas?,” tscmmmte Heview, Federal Rcseivc Bank of Kansts City, Fourth Quarter. 
, 0 'rt Ho estimates a ::5-35 percent drop <p. 27). See also Feldstein. Martin, 'TheEtfect ofa Consumption Tttx on the tale 
ot letoost “Nationat Hitreauofticonomic Research. Woitdng Paper No. t)ccetnbcr, 1995. 
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Answering the ProUem Posed hy Sorder-Adjuslable Twc Siihsidia,— There are hvo ways tax-writers 
could ccinlkint the reality of global borfer-adjuSabte taxes: (i) encourage our trade representatives and 
trading partners to allow income taxes to be border-adjusted, or (2) adopt our own destination-based 
consumption tax. The first will never happen. 

To get some sense of the Herculean task involved with the former tack, consider convincing the WTO’s 
Member countries to eliminate the admittedly artificial distinction now drawn by the WTO between 
direct taxes (income faxes) and indirect taxes (consumption taxes) on which their trade subsidies 
depend. These are the same nations willing to sue in international courts to get the IJ.S. to abandon its 
relatively minor export incentive worth about $4 billion annually (the Foreign Sales Corporations) so as 
!o preserve for themselves this unilateral advantage. 

Even if such diplomacy were to miraculously prevail, eliminating the indirect/direct distinctfon would 
only countervail a sliver of the trade subsidy, and then only for exportcr.s. If the direcbindirecs 
distinction were folly eliminated, an export subsidy would only allow exporters to defer or e.xempt a 
portion of their income tax, when payroll taxes constitute about 36 percent of the gross collections by 
type of tax. And lest we forget, since .America has record trade deficits, this does nothing to level the 
playing field on imports which continue to compete against domestic producers unfairly on our own soil 

The best alternative is to enact what the rest of the world has enacted - a destination-principle tax 
system (also known as a border-adjusted tax system) - that incorporates our entire tax burden. We need 
to move to a tax system that taxes all goods consumed in the U.S. alike, whether the goods arc produced 
in the U.S, or abroad. We need to eliminate those aspects of the U.S. tax system that artificially place 
U.S. production at a competitive disadvantage compared to foreign production. 

How would the FairTax accomplish this full-scale border adjustability? As an indirect tax. fully WTO- 
compliant, the FairTax would: 

• repeal all upstream federal ta,xes now embedded in the product price of U.S. goods and eliminates 
any business-to-busincss taxes, including payroll taxes, 

• completety exempt foreign consumption from taxation. Only goods and services for final retail sale 
in the U.S. are taxed, and 

• impose the FairTax on foreign goods entering our shores for final consumption. 

Recall the table above which showed the unfair application of foreign and U.S. taxes on exports and 
imports restively. In essence, under current law, foreign and U.S. taxes are doubly imposed on goods 
produced in the U.S., while impttrts that compete against U.S. produced goods are exempted from 
taxation. Now consider how under the FairTa.x. the table would look entirely neutral as to whether 
foreign or U.S. goods were consumed here or abroad. 
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Snid in 1 nuirkef 

Sold in forciun inarkt-is 

t .S. priKhiciion l\ns the fair! aXs i 

Pays foreign value-added tax 

1 tireign K exemptcc! from the source country i 

I'rodtiction Y \ 1 . hut pays Ihe Fairfax \ 

[Pays foreign \ahie-acidcd tax 


< )ni> !he Fair I a\ can claim ilial under its regime, foreipi manufactured goods and IJ.S. manufacturecl 
goodc u ili njn the same tas w hen the goods are sold at retail. Only the FairTax can make the claim that 
t .S. Inisincsscs selling goods or scr\ ices in foreign markets will be fiiHy relieved of federal tax 
(including pajroll taxes). 

CemcItisiBn 

I conclude with an observation aixru! tenor of discussion for fundantcntal fax reform. Many who lack an 
in-depth knowledge of the tax laws, their praclica! eflfect cling to an unfounded assumption that the 
Income Tax System is somewhat of an American inheritance - devolved from a celestial body »s highest 
social engineering achievement of mankind. Perhaps this theory is boSstered by the ecosystem made 
dependent ui>on it, where lobbyists. Members and industry’ seeking relative advantage combine in that 
unholy trinity to conspire unwittingly against natiortal prosperity. But to mainstream economists 
isotliing could be farther from the truth. 

Enabled by a political system that has literally sold each word, each deduction, each credit and each 
exemption to the highest bidder at a private auction, our tax system has been cobbled together by the 
finest lobbyists America can produce, not our nation’s finest economists. The result has been 
predictable: our ta.x code has enshrined politics over sound policy, special interests over the interests of 
our national prosperity. And what is most troublesome, in this season of politics, it is justified by 
political advisers who see the merits in advancing trite distributional tests without defining fairness- 
even as the devastating effects of slower economic growth impact our national well-being. Must we be 
reminded, lower income Americans arc the first to be fired when bad times come, and the last to be 
rehired when good times .return. 

The beneficiaries of this broken discourse are the new industry of American (xrlifical divisiveness: the 
losers are the American people, whose prosperity is diminished, it is as if political leaders who would 
rather sow the seed.s of divisiveness than accede true reform is essential to our national prosperity. To 
the extent your hearing examines what we are doing wrong, how a tax system can he least destructive, it 
is a breath of fresh air. To the extent you are able to move the monolith, to effectuate these 
recommendations, to define reform in a manner repeated by the chorus of economists, wo applaud you. 
You will be living up the trust that the American people have given to you. 
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Ct'tMcr for American I’B'3grcssAct..i5!t Finsti 
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Tcsrtnway before the Joint 'Economic Committee hearing, 
“CouW Tax Ecforni Boost Business Investment and Job Creation?” 


Seth Hanlon, 

Direct''- Fiscal Reform, Center for American Progress Action Fnni 

November 17, 2011 


Thank you, Ciwinnan Casey, Vice-Chainnan Brady, and the members of the committee for tie 
chatice to appear today to discuss tax reform and the economy. 

There is wide agreement that the tax code is long overdue for reform. Our current tax code is 
inefficient, overly complex, and unfair in myriad ways. Our ta.x code is also failing at its most 
fiindamental purpose, which is to raise sufficient revenue to meet our needs as a country in an 
equitable way. Fundamental tax refonn — a reform that broadens the tax base and eliminates 
economic distortions — is important for promoting long-tenn economic growth. 

That said, tax reform simply cannot address the central economic challenge facing the United 
Stales ri^st now— the severe and prolonged jobs crisis, which is a product of the lack of demand 
in the economy. At a time of 9 percent unemployment and vast unused resources, Congress 
should be focused above all else on boosting demand, reducing unemployment, and putting our 
economy back on a path toward healthy economic growth. 

And so my testimony today will summarize briefly the reasons why 1 believe that fundamental 
tax refonn is an important priority, but one that should not derail immediate and fast-acting 
meassures to address our most pressing challenge — putting people back to work. My testimony 
will then discuss some of the critical issues and principles in tax refomi. including: 

• The fiscal context for tax reform 

• The need to avoid tax policies that would shift a greater share of the tax burden on 
middle-cia,ss fimiilies 

• The need for business tax refonn that encourages investment and job growth in the 
United States, levels the playing field among competing businesses, and ensures that 
companies pay their fair share 


*■ 
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I. The imniediate cconomte challenge 

The most injmediate and fimdamental challenge facing the economy today is the jobs 
crisis. More specifically, if is the $1 trillion hole in aggregate demand caused by the collapse of 
the housing bubble, the financial crisis, and continued mass unemployment.' The Great 
Recession is still taking its toll on the economy. The output gap — the difference between the 
economy’s actual output and its capacity to produce at full employment— is still at about 6J 
ftercent of potent ial GOP, or nearly $ i trillion per year.^ That gap has closed somewhat since the 
low point of the Great Recession, thanks in part to the American Recovery and Reinvestment Act 
and other policies, bin the Congressional Budget Office projects it to remain at 5 percent below 
potential G0P through 2011, with an output gap persisting for several years to come and 
inflicting continued pain on workers. 

The economy needs more aggregate demand to close the output gap and return people to work. 
CBO predicts that if we stay on the current policy path “a large amount of tabor and capital 
resources [will| be unused for some time.”^ The fact that the economy is not performing at ifs 
potential is shown most dramatically and tragically in the fact that 14 million people remain 
unemployed, and iong-tenn unemployment stands at record levels. The prolonged output gap 
means that business investments are not being made and worker skills are atrophying, which 
hurts our national economic competitiveness. 

With exces.s capacity, businesses will be hesitant to hire and invest until they are confident there 
will be demand for their products and sendees. The most urgent problem is not a lack of capital, 
at least not tor large businesses. The corporate sector has been enjoying strong profits and is 
flush with cask Nonfinancia! companies are holding more than $2 trillion in cash and liquid 
assets in the United States, according to the Federal Reserve.'* The tax ccute i.s now strongly 
incentivizing business investment, with 100 percent expensing (full write-offs) of investments 
made this year. And despite the claims, “regulatory uncertainty” is not a real explanation for the 
lack of hiring.* Both the economic data and business owners themselves point to a tack of 
demand as the major obstacle to job creation and economic growth.* 

Though it is not the subject of niy testimony today, my colleagues at the Center for American 
Progress have identified the most promising ways to boost consumer and business demand and 
create privnte-sector jobs while investing in the ftiture. They include; investing in infrastnicture, 
aiding the housing market by reducing the flood of foreclosed homes, providing aid to the states 
to prevent further public sector layoffs, and supporting the energy-efficient retrofitting of homes 
and businesses.'^ Congress also cannot afford to worsen consumer demand by allowing the 
temporary payroll tax reductions and long-term unemployment assistance to expire. These ideas 
anti others are encapsulated in the president’s American Jobs Act, which many independent 
forecasters predict will create as many as 1.3-1 .9 million jobs.* 

fa sum, tax reform is a worthy goal. Done right, it can improve long-term economic growth, 
especially if it is part of a long-term growth strategy that also makes important public 
investments and strengthens the middle class.* But it is not a response to the immediate and 
ongoing Jobs crisis. And therefore discussions of tax refonn should not be to the exclusion of 
immediate job creation measures tike the American Jobs Act. 
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II. The context for tax reform: tong-term fiscai challenges ami growing ine^ualit>' 

a. The existiiig t*x code does not raise adequate revenue to meet aattonal needs under 
any realistic fiscal scenario. 

Any tax reform effort: will have to be considered against the backdrop of the long-tenn fiscal 
challenges facing the United States. Those challenges are undeniable. The United States was 
running deficits even at the peak of the business cycle in the !nid-2000s. Since 2008, the 
recession and Congress’s policy responses caused a sharp fall-off in. revenues. The slort-teon 
fiscal situation has improved, with deficits as a share of GDP declining for fiscal year 2012 and 
projected to decline further over the next several years. However, the more serious challenges are 
in 2021 and beyond, as an aging population, rising health care costs (even if the rate of growth 
s.Iows), responsibilities to the millions of new Iraq and Afghanistan veterans, a decaying 
infrastructure in need of rebuilding, and other ongoing national need.s exert pressures on the 
budget. The United States will also have to pay a growing amount of interest on the debts 
incurred fronr the wars, the 2001-03 tax cuts, and the larger deficits caused by the recession. 

The fact is that our current tax policies do not raise nearly enough revenue to stop the 
accumulation of debt, even in scenarios with draconian spending cuts. If wc inaintaiB our current 
tax policies, revenues will only reach 18.1 percent of GDP in 2021 and will average just 17.7 
percent over the next decade.'® That is not nearly enough to prevent continued deficits even 
under the House-passed budget, under which federal spending would decline to about 20 percent 
by the end of the decade. That budget would dramatically reduce public investments in 
education, infrasinicture. and scientific research w'hile tearing at the social safety net, including 
turning Medicare into an inadequate voucher program and slashing Medicaid. 

fa light of these realities, every major bipartisan effort to propose solutions for the nation’s long- 
term fiscal challenges has found it necessary to rely on both spending reductions and substantial 
revenue increases that boost revenues to at least 20 percent of GDP, or significantly higher.** It 
should be noted that federal revenues averaged about 20 percent of GDP over the four-year 
period from FY 1998-FY 2001, when the budget was last in balance— and spending needs were 
much less then, with a smaller pre-9/1 1 military budget, a younger population, and lower health- 
car® costs per capita. 

The fact that our current tax code is inadequate to fund our national needs w'ithout accumulatmg 
more debt means that fax refomi must contribute to solving our iong-tenit fiscal challenges. In 
other words, it must be revenue-positive. If our tax code cannot be reformed to raise additional 
revenue, the resulting deficits will drive debt-to-GDP ratios to unsustainable levels, with 
negative repercussions for the United States economy over the long term. 

Many hold up the last major tax overhaul, the Tax Reform Act of 1986, as a model for today. 
TRA86 w'as ostensibly revenue neutral, achieving significant reductions in both corporate and 
individual tax rate.s in exchange for reductions in tax expenditures and loopholes. Bui today, our 
long-term budget challenges are much more severe than they were in 1986, And the large budget 
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ik'Uctt!. Ihat pers!>ted after I'■)g6 were closed only through further deficit reduction efidrts, 
iisckitimj: iiiercascs in the W]') marginal rates in 1990 and 1993. 

the good new.s » that unlike some European countries that also have long-term fiscal 
imhalanccN, the I ‘nited .States is a low-tax. country. Federal receipts as a share of <jDP were 
under 15 percent lor the Iasi three years — ^the lowest since 1950. The United States also wises 
cr'inp.irati'.d)' little anemic by international standards: Total revenues in the United States were 
2!).‘) percent oiTiOP from 2004-2008, nearly 25 percent lower than the average OECD country. 
Within the Oht'D, onh Mexico, Chile, Turkey, and South Korea had lower !a.xes as a share of 
their ecotiomics, B> comparison, revenues total 33 percent of GDP in Canada and 36 percent in 
Britain. The bottom line is that there is ample room to increase revenues. We are a low-tax 
emmtiy mnv and w il! remain a relatively low-tax country even if we balance the federal budget 
entircK with new revenue. 

f), 'I :i\ refonii must not CMicBrbate growing income inequality by shlWnf a greater 
share of the tax burden onto low-incomc Americans and the middle class. 

Another important part of the context for ta.x refonii is that income inequality has dramatically 
widened in recent decades. Top income earners, most dramatically the top I percent, have pulled 
tipart from those in the middle and at the bottom. In recent years, the share of income acenting to 
the top 1 percent reached levels not seen since the 1920s.^* At the same time, reai incomes for 
the middle class have barely grown. 



As income inequality has continued to grow, and while middle-class income,s have stagnated, the 
tax rates paid by the well-off have plunged. Millionaires are now paying about ono-quarter letss 
in federal taxes as a share of their income as they were as recently as the inid-1990s.’ ’ The top I 
percent of .Americans has experienced a similar reduction in taxes,''* A principal cause of the 
lighter tax burden on the wealthy was the tax rate cuts enacted under President <3eorge W. Bush 
in 2001 and 2003: The average millionaire (whose incomes average S2.9 million) will pay 
SI 35,000 less this year because the .2001-03 tax cuts are still in effect, according to the 
nonpartisan Tax .Policy Center.*' The wealthy have also benefilted greatly from historically low 
rates on income from capital gains and dividends.'* 
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Who is benefittinfi from the 2001-2010 tax cuts? 

MtRkmairss and higt^mcomt househ^ds contmue^ receive Ow latest cut( 
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The end result is a federal income tax code that is generally progressive, but less progressive 
than it used to be, and one in which many very wealthy people pay lower effective rates than 
people below them on the income scale. And of course the federal income tax is only one 
component of a larger tax system; other kinds of taxes, including payroll taxes and consumption 
taxes (e.g., excise taxes, state and local sales taxes) fall harder on those at the bottom than those 
at the top. Families in the middle of the income spectrum pay 9.4 percent of their incomes in 
federal payroll taxes on average, while the top one percent pays only 1.6 percent.'^ This is 
because the largest portion of federal payroll taxes only applies to a worker’s first $106,800 in 
wages, and not to wages in excess of that amount or to investment income. 

President Obama has said that one of the principles underlying tax reform should be the “Buffett 
rule.” The “Buffett rule” is not a specific tax code rule, but the general principle that no 
millionaires should be paying lower taxes as a share of their income than middle-class families. 
The current tax code often violates this principle. For example, there are nearly 100,000 
millionaires (about one in four) who pay a tax rate of less than 26.5 percent — more than 10.4 
million Americans earning less than $100,000 pay.'* Statistics like these undermine the sense of 
basic fairness that should undergird the tax code. 

So in sum, we need additional revenues. And the group of Americans whose incomes have 
skyrocketed are now paying lower taxes than they were just a short time ago. These factors point 
toward allowing the Bush tax cuts on top-incomes to expire. Doing so would reduce the deficit 
over 10 years by about $800 billion — two-thirds of the way toward the amount of deficit 
reduction that the Joint Select Committee on Deficit Reduction is charged with finding. 

It is often claimed that allowing the high-end Bush tax cuts to expire — which would simply 
reinstitute the top marginal tax rates that were in effect during the 1990s economic expansion — 
would stifle job creation and harm small businesses. It is even said that the very prospect that tax 
rates on the rich will return to 1990s levels — ^with the 33 percent bracket going to 36 percent and 
the 35 percent bracket going to 39.6 percent — is holding back hiring and business investment. 
Neither of these claims is true. Three facts underscore why. 
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I he first Is rA'ciii hKiir-% The expiration of the two top brackets would simply revert the top 
mareinai tax lates !o !e\ eK that were in ejf&ct from 1993-2001. The same daiuis about economic 
prosvih and the nci.ati'.c impact on small business were made in 1993, when the top marginal 
rate was raised from 31 percent to 39,6 pereent, a much larger percent increase than is 
c(«!itemplaicd now . \\ hai tldlowcd. however, was a period of very strong economic growth and 
job growth. anuMig both large and small employers. And the federal budget was balanced for the 
liiM four fiscal > ears the 1 OhOs tax rates were in effect. 

Wnh htgi.et sas rates on both ordinary income and capital gains in effect, business insestmeisl 
was stronger m the 1990s than in the period since the 2001-03 lax cuts.** Million.s of jobs were 
ereateti ;md real incomes grew actxtss the income spectrum. About 1S.2 uiillion priT atc-ss'ctor 
jobs were' created m the six years after the top tax rate was raised to ,39.6 percent tn 199.3. 
etimpared to only 4.7 million private-sector jobs created in the corresponding petiocl allct the 
Bush lax cuts, which docs not even include job losses from the Great Reces.sion.’'* .Small 
businesses created jobs at a much faster rate when the Clinton-era tax code was in effect 
Beisscen 1993 and 2000 small businesses (those with fewer than 500 employees) added nearly a 
million jobs per year on average (973,000). But in t)>e period after she Bush tax cuts were 
enacted in 200! until the onset of the recession in 2007, small business job growth was less than 
twice as rapid (4 14,000 per year),*' 
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Also undermining the claim that small businesses will be harmed if the high-end Bush tax cuts 
expire on schedule is that only a very small percentage of small businesses owners are in the 
highest tax brackets. Only about 3 percent of small business owners are in the top two tax 

brackets.'^ 

And finally , the portion of the benefit of extending the high-end tax, cute going to s,niall business 
employers is vety small. A new Treasury report .reveals that fully 92 percent of the fax benefit 
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would go to coiporate executives, investors, highly paid professionals, .rthletes, and other people 
who are not small business employers.** 


Two other points should be cmphasked. First, even those in the 33 and 35 percent brackets 
would continue to benefit by about $6,500 per year from extensions of the current hwer bracket 
rates, which President Obama has proposed in each of his budgets. And they would only pay 
iiicrcntentaUy higher tax rates on dollats of income earned above the cutofTs for the top two 
Itrackets. A maniecl busine.ss owner with $300,000 in total income and $250,000 in ta.xaMe 
income, for example, would pay only $243 more under the rate structure in the president’s 
budget proposal than she is now— or less than 0.1 percent of her total income. A business owtier 
with $600,000 itt total ineonic and $500,000 in taxable income would pay only about $10,000 
ntorc— or only 1.5 percent of his total income. It is difficult to believe that a business owner 
would respond to these modestly higher pcjsonal ta,x bills by cutting payroll or foregoing 
promising investments, it is even more difficult to believe that the very pro.spect of such rnodest 
tax increases taking effect in 20 ! 3 would be chilling business investment today. It should also be 
emphasized that because labor costs are deductible, the marginal personal tax rate of the owners 
of a business ha.s no impact on the business’s incentive to hire workens. 


Top bracket rates of 36 and 39.6 percent arc much lower than the top rates that existed for most 
of the histoty of the income tax, including the United States’s strongest periods of economic 
growth. The historical evidence shows that marginal rates higher than current rale,s are perfectly 
consistent with robust economic growth. As my colleague Michael Linden has found, the United 
States ha.s experienced stronger economic growth and faster job creation in periods w'hen top 
maiginai tax rates were much higher than the current 35 percent.*'* 


Tup md GDP growth 

iiKHttl v'M'th m rMlgrou domMiC 

A rMj C DO growth 



Tt p tdx raT»$ growth 
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In sum, there is little reason to believe that the expiration of the Busfoera marginal income tax 
rates on hjgh-incomes will have a negative intpact on economic growth or job creation. Rather, 
they will strengthen our economy’s long-tenn prospects by contributing substantially to debt 
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reduction. The expiration of the top two marginal rates is an irojKHlant first step toward a fair and 
fiscally responsible tax code. 

IH, Corporate a.n«! business tax reform 

Finally, I. would like to address the corporate and business tax refomi— in particulir the need for 
tax reform that encourages rather than discourages job growth in the United Stales, levels the 
playing field among competing businesses, and ensu««s that U,S. companies ptty their fair share. 

The corporate tax is an important component of our tax system. It is the third largest federal 
revenue source, behind individual income and payroll taxes. It also provides a needed backstop 
to the individual income tax, preventing tax sheltering in corporations and helping to maintain 
the progressivity of the income tax. However, the corporate tax is in need of reform. In President 
Obama’s words, “Over the years, a parade of lobbyists has rigged the tax code to benefit 
particular compante and industries. Those with accountants or lawyers to work the system can 
end up paying no taxes at all. But ail the rest are hit with one of the highest corporate tax rates in 
the world, l! makes no sense, and it has to change.” 

The president is right that the corporate tax code favors some industries over others, distorting 
investment and thereby impeding economic growth over the long-term. The corporate tax code is 
ripe for reform. 

a. The corporate tax burden in context 

As with individual taxes, the discussion of corporate tax reform must lake into account the fiscal 
challenges facing the United States. Corporate taxes once contributed about 30 percent of federal 
revenues in tie 1950s, but they have steadily declined and in recent years have averaged only 
about 10 percent of federal revenues. Corporate taxes represent a smaller portion of GDP in the 
United States than in other major economies.^'' With the diminishing corporate tax, the United 
States ha.s relied more heavily on other taxe.s, in particular payroll taxes on wages. Payroll taxes, 
which were about 12 percent of federal revenues during the 1950s, have reached 40 percent of 
revenues,* The increasing share of business activity being conducted via “jjassthrough” entities, 
inciuding S corporations and IXCs is partly responsible for the decline in corporate tax revenues. 
But also responsible is the fact that corporations are paying lower tax rates on their profits than 
they did in the recent past.*’ 

This is the case despite the fact that the United States’s 35 percent statutory tax rate — the rate on 
the books—has not been towered in 25 years and is now the second-highest in the OECD. But 
solely focusing on the .statutory rate leads to misperceptions about the overaii tax rate actually 
paid by corporations, because it ignores the wide variety of tax preferences and ioophoies that 
exist in the code. Corporate “tax expenditures,” the special exemptions, deductions, and credits 
that companies use to reduce their tax bill, total roughly SI. 2 trillion over 10 years.** And not all 
features of the tax code retlucing corporate effective rates appear on the official tax expenditure 
lists. 
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The better measure of the actual tax paid by co.rporations is their eSective rates. And corporate 
effective rates are much lower than the statutory 35 percent rate. Recent studies have found that 
the effective rates of large U.S. coiporations are in line with or actually lower than their foreign 
eoimterparts. 

• In 2007, a Treasuiy' Department survey found that by one measure, the average tax rate 
paid by II.S. coiporations from 2000-2005 was 13.4 percent — below the OECD average 
of 16, 1 percent’* As the Treasury report summarized, “The contrast between [the United 
Stales’s] high statutoiy corporate income tax rate and low average corporate tax rate 
implies a relatively narrow corpo.tate tax base, due to accelerated depreciation 
allowances, coroorate tax preferences, and tax-planning incentives created by [the] high 
stahrtor)’ rsrte.”*' 

• A recent analysis of public company financial statements by Citizens for Ta.x Justice and 
the Institute for Taxation and Economic Policy (CTJ/ITEP) found that 280 of the largest 
U.S. coi|>oratioiis paid an average effective tax rate of 18.5 percent over 2008-20 10— just 
over half of the statutory rate.^’ 

• A recent study of the effective tax rate paid by the largest 100 U.S. companies and !00 
hugest European Union companies over the last decade found that the American 
companies paid lower income tax rates, on average, than their European rivals.** 

• Other studies have found that corporate effective rates are closely in line with those in 
other large countries.** 

Because their success is bound to the success of the overall U.S. economy, U.S. corporations 
have a strong stake in our country's fiscal sustainability and growth. They benefit greatly from 
U.S. goveniment services, from law enforcement to product safety, to patent protection, to 
education and workforce development. Given these realities, the corporate sector should not be 
exempted from the process of deficit reduction. To take the corporate income tax off the deficit 
reduction table means that critical government sert'ices and public investments would face even 
deeper cuts, or that middle-class Americans would face a larger share of the tax burden. Neither 
alternative is desirable. The narrowness of the U.S. corporate tax base means that U.S. 
corporations can, on the whole, contribute a greater share of revenues. Accordingly, corporate 
tax reform should be at least revenue-neutral. Given the potential savings from broadening the 
corporate lax base, it should be possible to achieve deficit reduction from the corporate tax while 
still lowering the statutory rate. 

b. International lax reform 

The cotporate tax code is replete with explicit subsidies and other preferences that cause 
economic distortions. One of the most significant distortions in the corporate code is its 
fundtinenta! bias toward foreign investment over investment in the United States. 


The debate over international taxes is often, framed as a choice between “worldwide” and 
“territorial” tax systems. ! would maintain that these labels obscure the more .fundamental issues 
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of whctlie'- our tax xystem encourages investment and job creation in the United States and 
hether il protects otir an emic base. 

Despite the fact that the I'nitcd Slates nominally has a '‘worldwide” tax systew, foreign profits 
are taxed very ditTeremly than domestic profits. Because of the feature known as “deferral ” ll.S. 
multinationals can t!c!a\' paying U.S. taxes on overseas profits indefinitely, whereas they pay 
taxes im domestic profits in the year they are earned. Overseas profits are taxed only when and if 
they arc rctunied to the United States, as when they are paid out a.s dividends from overseas 
subsidiaries to U.S, parents. A! that point corporations do not pay the U.S. coiporate rate, but 
rather the dilTcrence between the U.S. cotporate rate and the effective rate of foreign taxes they 
has e paid. tTlus is because corporations are entitled to a credit for foreign taxes.) 

Our current deferrai system provides tax incentives for overseas investmeBts. In fact, it 
ctictHiwges U.S. companies to make job-creating investments offshore even if similar 
investments in the United Staie.s (absent tax considerations) would be more profitable. As a 
result of “defcrraF' and other twpects of the U.S. international fax system, U.S. inuitinational 
corporations pay much lower lax rates on foreign investments than on domestic investments: In 
the Government Accountability Office, or GAO, found that corporations pay a 16.1 
percent rate on foreign-source income (combining both the source country tax and the residual 
U..S. tax'), and a 25.2 percent rale on U.S, source income.'’^ In recent years, companies have 
become more adept at lowering the effective rate on foreign investments, and thus their overall 
effective ttix rates, through complex tax strategies enabled by U.S. policy changes.® These 
strategfe are only available to large multinationals. 

The ta.x differential between foreign and domestic income not only puts a thumb on the scale in 
favor of offshore investment; it also creates enomious incentives for companies to use complex 
legal and accounting techniques to move income-producing assets to low-tax countries or tax 
havens, especially assets like valuable intellectual property that exist only on paper.® U.S. 
companies report their largest profits in small countries like the Netherlands, Luxembourg, and 
Bennuda— even though that is clearly not where the most real economic activity is taking 
place.” The U.S. Treasury, the Government Accoimtability Office, the Joint Committee on 
Taxation, and numerous independent researchers have published studies pointing to strong 
evidence of tax-motivated income shifting.® The resulting phenomenon has been called 
“stateless income" — profits that migrate to low'-tax or no-tax jurisdictions, eroding the tax bases 
of the countries where the income is actually generated (i.e., where the R&D is perfonned, the 
business decisions are made, where the customers are, and so on). 

Coiporate income shifting decimates the corjTOrate revenue base, draining the United States of 
tens of billions of dollars in revenue every year. By one estimate, the U.S. goveramenl lost about 
$90 billion in revenue in 2(X)8 from corporate income shifting- up from $60 billion in 2004.® 
To put that figure in petspeclive, the corporate income tax only raised an average of $.200 billion 
per year during the 2004-08 timespan. 

These two problems — the bias toward overseas investment and the erosion of the tax base due to 
income shifting could be made worse if the United States moves in the direction of a 
"tenitorial" uix system without more fundamental reforms. Under a territorial system, overseas 
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profits would be tax-exempt, not Just tax-deferred. The only remaining backstop against profit 
shifting, the tax upon repatriation, would l>e removed. 

It is often ' said that the United States must move id ■ a territorial system to nitintain 
competitivaiess with other countries that have -adoptetl' territorial Itaation. But there is iittle 
evidence that U.S. firms’ global' competitiveness- is actually being underniined by the existing 
deferral system, which (because of the combination of deferral and other aspects of the tax code) 
often allows them to pay lower taxes than they would under a properly functioning fetritorial 
system.'*® Of course, the competitiveness of a company i$ determined mostly by no'ntax factors; 
but to 'tlie extent taxes matter, the key -figure -is- the company’s relative effective tax rate, The 
most recent comprehensive sun'ey of the . effective tax rate paid by the larges! 100 LIS. 
companies . and 100 largest 'European Union companies over the Iasi decade, found that tie 
American companies oaW about the same .or- lower elTective tax ratcs,;on average, thin their 
European rivals.*' 

As one of the authors of that study notes, the reason (hat EU companies have the sanie or higher 
effective rate,s is that EU countries have a broader tax base. Specifically, those countries lave 
stronger aniiabuse rules that deter the shifting of profits into tew havens.** Rather than moving 
headlong towaKl territoriuiity, the United States should address income shifting directly. A good 
place to start would be to enact a ntle requiring current U.S. taxation of income reported in lotv- 
tax coimlries or tax-havens. Many countries with “territorial” tax systems already have such 
roles ** 

c. Leveling the playing field among business investment by reducing Inefficient tax 
code subsidies 

Finally, coiporate tax reform provides an opportunity to level the playing field between 
businesses and reduce the economic distortions caused by special tax preferences. The tex code 
contains some $130 billion in annual tax expenditures benefitting businesses.'” 'fhe 
approximately $100 billion for corporations repre.sents a significant share (one-qua'i*'" to one- 
half) of all corporate tax revenues. 

The relative generosity of these types of subsidies helps lead to vast diflerentiais in the relative 
tax burdens of various industrial sectors. For example, accortiing to financial statement research 
by New York University professor .Aswath Dainodaran, drug and biotechnology firms, pa id a 
small fraction of the statutory rate (effective rates of 4.5 and 5.6 percent, respectively); while 
heavy eonstroction and trucking, firms paid close to 35 percent (33.8 percent and 30.9 percent, 
respectively). Financial services firms paid 16.5 percent, while petroleum pRVducers paid 1 1.3 
percent.'** Fhe recent CTJ.TTE,P analysis of corporate effective rates also found that corporate 
effective tax rales vary widely by industry: Financial firms, for example, paid 1S..5 percent 
effective rates; miscellaneous manufacturing paid 23. 1 percent; and engineering and constniction 
(raid 27.4, percent. CT,f/lTEP found that 56 percent of total tax subsidies went to four Indusiries: 
financial, utilities, telecommunications, and oil, gas, and pipelines.** 
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By reducing unjustified preferences. Congress can level the playing field for competing 
investments. Removing tax-caused distortions can improve long-term economic growth; it can 
also Rduce the deficit and potentially help pay for a coiporate rate reduction. 

To be sure, however, some business tax expenditures have economic justifications. The low- 
income housing tax credit, for example, helps address the dearth of affordable housing in many 
communities and cannot simply be eliminated. There is also a strong theoretical justification for 
the research tax credit, in that one firm’s researdi and experimentation expenses may lead to 
Innovations that benefit other firms and the broader economy. Congress should, however, 
conduct ongoing reviews of the credit’s effectiveness in increasing innovative research above tlie 
levels that would exist in its absence. In general. Congress should apply the same level of 
scrutiny to these kinds of special tax breaks as it does to programs that spend taxpayer dollars 
directly. After all, as economists across the ideological spectrum recognize, tax “expenditures” 
are the economic equivalent of spending programs."” 

In reviewing the tax e,xpenditure budget, the critical question is not whether the sectors that 
receive special tax breaks support jobs or economic activity — of course they do— but whether 
there is a strong enough public policy reason to give them taxpayer subsidies not available to 
other businesses. A useM framework for evaluating special tax provisions is whether, if they 
were structured as direct-spending programs, they would make economic sense or represent the 
best use of taxpayer dollars. 

Hie need to scrutinize the effectiveness of business tax expenditures highlights one final point; 
Tax reform is hard. Fiscally responsible refonns to corporate taxes are probably not possible 
without refonns to other aspects of the tax code, potentially affecting individuals and 
noncorporate businesses. Reform is extremely complex, and must be done right, which will take 
time. 


« ♦ « 

Tliat brings me back to my central point, which is that while tax reform has the potential to 
enhance our economy’s growth prospects over the long-term, it should not distract Congress 
from the urgent jobs crisis facing America today. 

Tltank you once again for the opportunity to appear today. 
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